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Preface
(As of September 1, 2016)

About AICPA Audit Guides
This AICPA Audit Guide has been developed by the AICPA publications team
to assist practitioners in performing and reporting on their audit engagements.
AICPA guides may include sections at the end of individual chapters or following the last chapter. These sections will be entitled either "Supplement" or
"Appendix." A supplement is a reproduction, in whole or in part, of authoritative guidance originally issued by a standard setting body (including regulatory bodies) and applicable to entities or engagements within the purview of
that standard setter, independent of the authoritative status of the applicable
AICPA guide. An appendix is included for informational purposes and has no
authoritative status.
Auditing guidance related to generally accepted auditing standards (GAAS) included in an AICPA Audit Guide is recognized as an interpretive publication,
as defined in AU-C section 200, Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards). Interpretive publications are recommendations on the application of GAAS in specific circumstances, including
engagements for entities in specialized industries.
An interpretive publication is issued under the authority of the AICPA Auditing
Standards Board (ASB) after all ASB members have been provided an opportunity to consider and comment on whether the proposed interpretive publication is consistent with GAAS. The members of the ASB have found the auditing
guidance in this guide to be consistent with existing GAAS.
Although interpretive publications are not auditing standards, AU-C section
200 requires the auditor to consider applicable interpretive publications in
planning and performing the audit because interpretive publications are relevant to the proper application of GAAS in specific circumstances. If the auditor
does not apply the auditing guidance in an applicable interpretive publication,
the auditor should document how the requirements of GAAS were complied
with in the circumstances addressed by such auditing guidance.
The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to auditing. Conforming changes made to
the auditing guidance contained in this guide are approved by the ASB Chair
(or his or her designee) and the Director of the AICPA Audit and Attest Standards Staff. Updates made to the auditing guidance in this guide exceeding that
of conforming changes are issued after all ASB members have been provided an
opportunity to consider and comment on whether the guide is consistent with
the Statements on Auditing Standards (SASs).
Any auditing guidance in a guide appendix, while not authoritative, is considered an "other auditing publication." In applying such guidance, the auditor
should, exercising professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. Although the auditor
determines the relevance of other auditing guidance, auditing guidance in an
appendix to a guide or a guide chapter has been reviewed by the AICPA Audit
and Attest Standards staff and the auditor may presume that it is appropriate.
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Guidance Considered in This Edition
This edition of the guide has been modified by the AICPA staff to include certain changes necessary due to the issuance of authoritative guidance since the
guide was originally issued, and other revisions as deemed appropriate. Authoritative guidance issued through September 1, 2016, has been considered in the
development of this edition of the guide. However, this guide does not include
all audit, accounting, reporting, and other requirements applicable to an entity
or a particular engagement. This guide is intended to be used in conjunction
with all applicable sources of authoritative guidance.
Authoritative guidance that is issued and effective on or before September 1,
2016, is incorporated directly in the text of this guide. Authoritative guidance
issued but not yet effective as of September 1, 2016, but becoming effective on
or before December 31, 2016, is also presented directly in the text of the guide,
but shaded gray and accompanied by a footnote indicating the effective date of
the new guidance. The distinct presentation of this content is intended to aid
the reader in differentiating content that may not be effective for the reader's
purposes (as part of the guide's "dual guidance" treatment of applicable new
guidance).
Authoritative guidance issued but not yet effective as of the date of the guide
and not becoming effective until after December 31, 2016 is referenced in a
"guidance update" box; that is, a gray shaded box that contains summary information on the guidance issued but not yet effective.
In updating this guide, all guidance issued up to and including the following
was considered, but not necessarily incorporated, as determined based on applicability:

r
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Credit Losses on Financial Instruments
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SAS No. 131, Amendment to Statement on Auditing Standards No.
122 Section 700, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards, AU-C sec. 700)
Interpretation No. 3, "Reporting on Audits Conducted in Accordance With Auditing Standards Generally Accepted in the United
States of America and International Standards on Auditing," of
AU-C section 700, Forming an Opinion and Reporting on Financial Statements (AICPA, Professional Standards, AU-C sec. 9700
par. .08–.13)

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect, if any, on entities and engagements
covered by this guide. In determining the applicability of recently issued guidance, its effective date should also be considered.
The changes made to this edition of the guide are identified in appendix
G, "Schedule of Changes Made to the Text From the Previous Edition." The
changes do not include all those that might be considered necessary if the guide
were subjected to a comprehensive review and revision.
PCAOB quoted content is from PCAOB Auditing Standards and PCAOB Staff
Audit Practice Alerts, ©2016, Public Company Accounting Oversight Board. All
rights reserved. Used by permission.
FASB standards quoted are from the FASB Accounting Standards Codification
©2016, Financial Accounting Foundation. All rights reserved. Used by permission.

FASB ASC Pending Content
Presentation of Pending Content in FASB ASC
Amendments to FASB Accounting Standards Codification (ASC)® (issued in
the form of ASUs) are initially incorporated into FASB ASC in "pending content" boxes below the paragraphs being amended with links to the transition
information. The pending content boxes are meant to provide users with information about how the guidance in a paragraph will change as a result of the
new guidance.
Pending content applies to different entities at different times due to varying
fiscal year-ends, and because certain guidance may be effective on different
dates for public and nonpublic entities. As such, FASB maintains amended
guidance in pending content boxes within FASB ASC until the roll-off date.
Generally, the roll-off date is six months following the latest fiscal year end for
which the original guidance being amended could still be applied.

Presentation of FASB ASC Pending Content in AICPA
Audit and Accounting Guides
Amended FASB ASC guidance that is included in pending content boxes in
FASB ASC on September 1, 2016, is referenced as "Pending Content" in this
guide. Readers should be aware that "Pending Content" referenced in this guide
will eventually be subjected to FASB's roll-off process and no longer be labeled
as "Pending Content" in FASB ASC (as discussed in the previous paragraph).
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Terms Used to Deﬁne Professional Requirements
in This AICPA Audit Guide
Any requirements described in this guide are normally referenced to the applicable standards or regulations from which they are derived. Generally the
terms used in this guide describing the professional requirements of the referenced standard setter (for example, the ASB) are the same as those used in the
applicable standards or regulations (for example, must or should). However,
where the accounting requirements are derived from FASB ASC, this guide
uses should, whereas FASB uses shall. In its resource document "About the
Codification" that accompanies FASB ASC, FASB states that it considers the
terms "should" and "shall" to be comparable terms and to represent the same
concept—the requirement to apply a standard.
Readers should refer to the applicable standards and regulations for more information on the requirements imposed by the use of the various terms used
to define professional requirements in the context of the standards and regulations in which they appear.
Certain exceptions apply to these general rules, particularly in those circumstances where the guide describes prevailing and/or preferred industry practices for the application of a standard or regulation. In these circumstances,
the applicable senior committee responsible for reviewing the guide's content
believes the guidance contained herein is appropriate for the circumstances.

Applicability of Generally Accepted Auditing Standards
and PCAOB Standards
Appendix A, "Council Resolution Designating Bodies to Promulgate Technical
Standards," of the AICPA Code of Professional Conduct recognizes both the
ASB and the PCAOB as standard setting bodies designated to promulgate auditing, attestation, and quality control standards. Paragraph .01 of "Compliance
With Standards Rule" (AICPA, Professional Standards, ET sec. 1.310.001 and
2.310.001) requires an AICPA member who performs an audit to comply with
the applicable standards.
Audits of the financial statements of those entities not subject to the oversight authority of the PCAOB (that is, those entities whose audits are not
within the PCAOB's jurisdiction—hereinafter referred to as nonissuers) are
to be conducted in accordance with GAAS as issued by the ASB. The ASB develops and issues standards in the form of SASs through a due process that
includes deliberation in meetings open to the public, public exposure of proposed SASs, and a formal vote. The SASs and their related interpretations are
codified in the AICPA's Professional Standards. In citing GAAS and their related interpretations, references generally use section numbers within the codification of currently effective SASs and not the original statement number, as
appropriate.
Audits of the financial statements of those entities subject to the oversight
authority of the PCAOB (that is, those entities whose audits are within the
PCAOB's jurisdiction—hereinafter referred to as issuers) are to be conducted
in accordance with standards established by the PCAOB, a private sector, nonprofit corporation created by the Sarbanes-Oxley Act of 2002. The SEC has
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oversight authority over the PCAOB, including the approval of its rules, standards, and budget. In citing the auditing standards of the PCAOB, references
generally use section numbers within the reorganized PCAOB auditing standards and not the original standard number, as appropriate.
The auditing content in this guide primarily discusses GAAS issued by the
ASB and is applicable to audits of nonissuers. Users of this guide may
find the tool developed by the PCAOB's Office of the Chief Auditor helpful in identifying comparable PCAOB Standards. The tool is available at
http://pcaobus.org/Standards/Auditing/Pages/FindAnalogousStandards.aspx.
Considerations for audits of issuers in accordance with PCAOB standards may
also be discussed within this guide's chapter text. When such discussion is provided, the related paragraphs are designated with the following title: Considerations for Audits Performed in Accordance With PCAOB Standards.

Applicability of Quality Control Standards
QC section 10, A Firm's System of Quality Control (AICPA, Professional Standards), addresses a CPA firm's responsibilities for its system of quality control
for its accounting and auditing practice. A system of quality control consists of
policies that a firm establishes and maintains to provide it with reasonable assurance that the firm and its personnel comply with professional standards, as
well as applicable legal and regulatory requirements. The policies also provide
the firm with reasonable assurance that reports issued by the firm are appropriate in the circumstances. This section applies to all CPA firms with respect
to engagements in their accounting and auditing practice.
AU-C section 220, Quality Control for an Engagement Conducted in Accordance
With Generally Accepted Auditing Standards (AICPA, Professional Standards),
addresses the auditor's specific responsibilities regarding quality control procedures for an audit of financial statements. When applicable, it also addresses
the responsibilities of the engagement quality control reviewer.
Because of the importance of audit quality, we have added a new appendix,
appendix A, "Overview of Statements on Quality Control Standards," to this
guide. Appendix A summarizes key aspects of the quality control standard. This
summarization should be read in conjunction with QC section 10, AU-C section
220, and the quality control standards issued by the PCAOB, as applicable.

Alternatives Within U.S. Generally Accepted
Accounting Principles
The Private Company Council (PCC), established by the Financial Accounting
Foundation's Board of Trustees in 2012, and FASB, working jointly, will mutually agree on a set of criteria to decide whether and when alternatives within
U.S. GAAP are warranted for private companies. Based on those criteria, the
PCC reviews and proposes alternatives within U.S. GAAP to address the needs
of users of private company financial statements. These U.S. GAAP alternatives
may be applied to those entities that are not public business entities, not-forprofits, or employee benefit plans.
The FASB ASC Master Glossary defines a public business entity as follows:
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A public business entity is a business entity meeting any one of the
criteria below. Neither a not-for-profit entity nor an employee benefit
plan is a business entity.
a. It is required by the U.S. Securities and Exchange Commission (SEC) to file or furnish financial statements, or
does file or furnish financial statements (including voluntary filers), with the SEC (including other entities whose
financial statements or financial information are required
to be or are included in a filing).
b. It is required by the Securities Exchange Act of 1934 (the
Act), as amended, or rules or regulations promulgated under the Act, to file or furnish financial statements with a
regulatory agency other than the SEC.
c. It is required to file or furnish financial statements with
a foreign or domestic regulatory agency in preparation for
the sale of or for purposes of issuing securities that are not
subject to contractual restrictions on transfer.
d. It has issued, or is a conduit bond obligor for, securities that
are traded, listed, or quoted on an exchange or an over-thecounter market.
e. It has one or more securities that are not subject to contractual restrictions on transfer, and it is required by law,
contract, or regulation to prepare U.S. GAAP financial
statements (including footnotes) and make them publicly
available on a periodic basis (for example, interim or annual periods). An entity must meet both of these conditions
to meet this criterion.
An entity may meet the definition of a public business entity solely
because its financial statements or financial information is included
in another entity's filing with the SEC. In that case, the entity is only
a public business entity for purposes of financial statements that are
filed or furnished with the SEC.
Considerations related to alternatives for private companies may be discussed
within this guide's chapter text. When such discussion is provided, the related paragraphs are designated with the following title: Considerations for Private Companies that Elect to use Standards as Issued by the Private Company
Council.

AICPA.org Website
The AICPA encourages you to visit the website at www.aicpa.org, and the
Financial Reporting Center at www.aicpa.org/FRC. The Financial Reporting
Center supports members in the execution of high-quality financial reporting.
Whether you are a financial statement preparer or a member in public practice,
this center provides exclusive member-only resources for the entire financial
reporting process, and provides timely and relevant news, guidance and examples supporting the financial reporting process, including accounting, preparing
financial statements and performing compilation, review, audit, attest or assurance and advisory engagements. Certain content on the AICPA's websites
referenced in this guide may be restricted to AICPA members only.

AAG-AFI
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Select Recent Developments Signiﬁcant to This Guide
AICPA’s Ethics Codiﬁcation Project
The AICPA's Professional Ethics Executive Committee (PEEC) restructured
and codified the AICPA Code of Professional Conduct (code) so that members
and other users of the code can apply the rules and reach appropriate conclusions more easily and intuitively. This is referred to as the AICPA Ethics
Codification Project.
Although PEEC believes it was able to maintain the substance of the existing
AICPA ethics standards through this process and limited substantive changes
to certain specific areas that were in need of revision, the numeric citations
and titles of interpretations have all changed. In addition, the ethics rulings
are no longer in a question and answer format but rather, have been drafted
as interpretations, incorporated into interpretations as examples, or deleted
where deemed appropriate. For example,

r
r

Rule 101, Independence [ET section 101.01] is referred to as the
"Independence Rule" [ET 1.200.001] in the revised code.
the content from the ethics ruling entitled "Financial Services
Company Client has Custody of a Member's Assets" [ET section
par. 191.081–.082] is incorporated into the "Brokerage and Other
Accounts" interpretation [ET 1.255.020] found under the subtopic
"Depository, Brokerage, and Other Accounts" [ET 1.255] of the "Independence" topic [ET 1.200].

The revised code is effective December 15, 2014 and is available at http://
pub.aicpa.org/codeofconduct. References to the code have been updated in this
guide.
To assist users in locating in the revised code content from the prior code, PEEC
created a mapping document. The mapping document is available in Excel format in appendix D in the revised code.

Attestation Clarity Project
To address concerns over the clarity, length, and complexity of its standards,
the ASB established clarity drafting conventions and undertook a project to redraft all the standards it issues in clarity format. The redrafting of Statements
on Standards for Attestation Engagements (SSAEs or attestation standards) in
SSAE No. 18, Attestation Standards: Clarification and Recodification (AICPA,
Professional Standards), represents the culmination of that process. The attestation standards are developed and issued in the form of SSAEs and are codified into sections. SSAE No. 18 recodifies the "AT" section numbers designated
by SSAE Nos. 10–17 using the identifier "AT-C" to differentiate the sections of
the clarified attestation standards (AT-C sections) from the attestation standards that are superseded by SSAE No. 18 (AT sections). The AT sections in
AICPA Professional Standards remain effective through April 2017, by which
time substantially all engagements for which the AT sections were still effective are expected to be completed.

©2016, AICPA

AAG-AFI

Table of Contents

xi

TABLE OF CONTENTS
Chapter

1

2

3

Paragraph
Introduction

I.1-I.10

Gaining an Understanding About Financial Instruments
Purpose and Risks of Using Financial Instruments . . . . . . . . . . . . . .
Controls Relating to Financial Instruments . . . . . . . . . . . . . . . . . . . . .
Completeness, Accuracy, and Existence . . . . . . . . . . . . . . . . . . . . . .
Trade Conﬁrmations and Clearinghouses . . . . . . . . . . . . . . . . . . . . .
Reconciliations With Banks and Custodians . . . . . . . . . . . . . . . . . . .
Other Controls Over Completeness, Accuracy,
and Existence . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Valuation of Financial Instruments . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Financial Reporting Requirements . . . . . . . . . . . . . . . . . . . . . . . . . .
Observable and Unobservable Inputs . . . . . . . . . . . . . . . . . . . . . .
Effects of Inactive Markets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Management’s Valuation Process . . . . . . . . . . . . . . . . . . . . . . . . . . .
Issues Related to Financial Liabilities . . . . . . . . . . . . . . . . . . . . . . . .
Presentation and Disclosure About Financial Instruments . . . . . . .
Categories of Disclosures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

.01-.60
.04-.09
.10-.13
.14
.15-.16
.17-.20
.21-.23
.24-.55
.24-.27
.28-.29
.30-.32
.33-.54
.55
.56-.60
.58-.60

General Auditing Considerations
Professional Skepticism . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Planning Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Understanding the Accounting and Disclosure Requirements . . .
Understanding the Financial Instruments . . . . . . . . . . . . . . . . . . . . . .
Using Those With Specialized Skills and Knowledge
in the Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

.01-.11
.02-.03
.04
.05
.06-.08

Internal Control
Understanding Internal Control . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
The Entity’s Control Environment . . . . . . . . . . . . . . . . . . . . . . . . . . . .
The Entity’s Risk Assessment Process . . . . . . . . . . . . . . . . . . . . . . . .
The Entity’s Information System . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
The Entity’s Control Activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Monitoring of Controls . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Determining Whether the Service Organization’s Services
Are Part of the User Entity’s Information System . . . . . . . . . . . .
How the Use of a Service Organization May Affect
the User Auditor’s Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . .
Obtaining an Understanding of the Services Provided
by a Service Organization, Including Internal Control . . .
Using a Type 1 or Type 2 Report . . . . . . . . . . . . . . . . . . . . . . . . . . .

.01-.57
.01-.39
.07-.16
.17-.23
.24-.26
.27-.37
.38-.39

©2016, AICPA

.09-.11

.40-.54
.43-.45
.46-.48
.49-.54

Contents

xii

Table of Contents

Chapter
3

4

5

6

Contents

Paragraph
Internal Control—continued
Understanding the Nature, Role, and Activities of the
Internal Audit Function . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Understanding Management’s Methodology for Valuing
Financial Instruments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

.55-.56
.57

Assessing and Responding to the Risks of Material Misstatements
Assessing the Risks of Material Misstatement . . . . . . . . . . . . . . . . . .
Overall Considerations Relating to Financial Instruments . . . .
The Use of Assertions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Fraud Risk Factors . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Factors to Consider in Determining Whether and to
What Extent to Test the Operating Effectiveness of
Controls . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Responding to the Risks of Material Misstatement . . . . . . . . . . . . .
Tests of Controls . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Substantive Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Dual-Purpose Tests . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Additional Considerations About Alternative Investments . . . .

.01-.40
.01-.12
.03
.04-.05
.06-.08

Valuation of Financial Instruments
Financial Reporting Requirements . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Assessing the Risk of Material Misstatement Related
to Valuation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Signiﬁcant Risks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Developing an Audit Approach . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Audit Considerations When Management Uses a Third-Party
Pricing Source . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Audit Considerations When Management Estimates Fair
Values Using a Model . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Evaluating Whether the Assumptions Used by Management
Are Reasonable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Investments Reported Based on an Investee’s Financial
Results . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Impairment Losses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Audit Considerations When a Management’s Specialist
Is Used by the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Developing a Point Estimate or Range . . . . . . . . . . . . . . . . . . . . . . . .

.01-.49
.01-.03

Concluding on the Work Performed, Reporting Considerations,
and Other Audit Considerations
Evaluating the Sufﬁciency and Appropriateness of Audit
Evidence . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Presentation and Disclosure of Financial Instruments . . . . . . . . . . .
Assertions About Financial Instruments Based on
Management’s Intent and Ability . . . . . . . . . . . . . . . . . . . . . . . .

.09-.12
.13-.40
.14
.15-.34
.35
.36-.40

.04-.08
.05-.08
.09-.10
.11-.16
.17-.24
.25-.32
.33-.40
.41-.44
.45-.47
.48-.49

.01-.33
.01-.04
.05-.14
.07-.08

©2016, AICPA

Table of Contents

Chapter
6

7

8

xiii
Paragraph

Concluding on the Work Performed, Reporting Considerations,
and Other Audit Considerations—continued
Procedures Relating to the Presentation and Disclosure
of Financial Instruments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Additional Considerations About Hedging Activities . . . . . . . .
Reporting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Reliance on the Work of the Specialist . . . . . . . . . . . . . . . . . . . . . .
Modiﬁcations to the Auditor’s Report . . . . . . . . . . . . . . . . . . . . . . .
Voluntary Disclosures Regarding Fair Value Information . . . . .
Other Relevant Audit Considerations . . . . . . . . . . . . . . . . . . . . . . .
Case Study of Changing the Classiﬁcation of a Security
to Held to Maturity
Accounting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Auditing Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary of Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Types of Potential Misstatements . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors to Consider for This Transaction
in Assessing the Risks of Material Misstatements . . . . . . . . .
Control Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Timing of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Design of Substantive Procedures . . . . . . . . . . . . . . . . . . . . . . . . . .
Case Study of How an Entity’s Use of a Service Organization
Affects the Auditor’s Considerations in Auditing Financial
Instruments
Information That Applies to All the Scenarios . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary of the Accounting Considerations . . . . . . . . . . . . . . . .
Types of Potential Misstatements of the Entity’s Assertions
About Its Financial Instruments and Financial Instrument
Transactions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors the Auditor Considers in Planning
the Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Timing of Substantive Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . .
Materiality Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Scenario A—Directed Investing Arrangement With One
Service Organization: a Broker-Dealer . . . . . . . . . . . . . . . . . . . .
The Understanding of Processes and Controls the
Auditor Needs to Plan the Audit . . . . . . . . . . . . . . . . . . . . . . . .
The Auditor’s Assessment of Control Risk . . . . . . . . . . . . . . . . . . .
The Auditor’s Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . .
Scenario B—Discretionary Investing Arrangement With Two
Service Organizations: an Investment Adviser and
a Broker-Dealer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

©2016, AICPA

.09-.10
.11-.14
.15-.33
.15-.17
.18-.22
.23-.29
.30-.33

.01-.25
.03-.11
.12-.25
.12
.13
.14-.18
.19
.20-.22
.23
.24
.25

.01-.31
.03-.09
.03
.04
.05
.06
.07
.08-.09
.10-.15
.11-.12
.13-.14
.15
.16-.21

Contents

xiv

Table of Contents

Chapter
8

9

10

Contents

Paragraph
Case Study of How an Entity’s Use of a Service Organization
Affects the Auditor’s Considerations in Auditing Financial
Instruments—continued
The Understanding of Processes and Controls the Auditor
Needs to Assess the Risk of Material Misstatement . . . . . . .
The Auditor’s Assessment of Control Risk . . . . . . . . . . . . . . . . . . .
The Auditor’s Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . .
Scenario C—Discretionary Investing Arrangement With
One Service Organization: a Broker-Dealer . . . . . . . . . . . . . . .
The Understanding of Processes and Controls the Auditor
Needs to Assess the Risks of Material Misstatements . . . . .
The Auditor’s Assessment of Control Risk . . . . . . . . . . . . . . . . . . .
The Auditor’s Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . .
Performing Audit Procedures in Response to Assessed
Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Audit Considerations Relating to an Entity Using a
Service Organization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Audit Evidence—Speciﬁc Considerations for Selected Items . . .
Investments in Financial Instruments When Valuations
Are Based on Cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Case Study of the Use of a Put Option to Hedge an Available-forSale Security
Accounting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Transaction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Journal Entries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Analysis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Auditing Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary of Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Types of Potential Misstatements . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors to Consider for This Transaction
in Assessing the Risks of Material Misstatement . . . . . . . . . .
Control Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Timing of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Case Study of Separately Accounting for a Derivative Embedded
in a Bond
Accounting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Transaction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Accounting for the Initial Purchase . . . . . . . . . . . . . . . . . . . . . . . . .
Subsequent Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Auditing Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

.17-.18
.19-.20
.21
.22-.30
.23-.25
.26-.27
.28
.29
.30
.31
.31

.01-.27
.07-.14
.07-.11
.12
.13-.14
.15-.27
.15-.17
.18
.19-.22
.23
.24
.25
.26
.27

.01-.22
.03-.12
.03-.06
.07-.09
.10-.12
.13-.22
.13-.14

©2016, AICPA

Table of Contents

Chapter
10

11

12

xv
Paragraph

Case Study of Separately Accounting for a Derivative Embedded
in a Bond—continued
Summary of Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Types of Potential Misstatements . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors to Consider for This Transaction
in Assessing the Risks of Material Misstatement . . . . . . . . . .
Control Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Timing of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Case Study of the Use of an Interest Rate Swap to Hedge
Existing Debt
Accounting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Transaction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Accounting for the Transaction . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Journal Entries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Observations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Auditing Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary of Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Types of Potential Misstatements . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors to Consider for This Transaction
in Assessing the Risks of Material Misstatement . . . . . . . . . .
Control Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Timing of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Design of the Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Case Study of the Use of a Foreign Currency Put Option
to Hedge a Forecasted Sale Denominated in a Foreign
Currency
Accounting Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Transaction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Analysis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Journal Entries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Auditing Considerations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Description of the Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Summary of Accounting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Types of Potential Misstatements . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inherent Risk Factors to Consider for This Transaction
in Assessing the Risks of Material Misstatement . . . . . . . . . .
Control Risk and Timing of Procedures . . . . . . . . . . . . . . . . . . . . .
Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Design of Procedures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

©2016, AICPA

.15
.16
.17
.18-.19
.20
.21
.22

.01-.23
.06-.14
.06-.07
.08-.10
.11
.12-.14
.15-.23
.15-.16
.17
.18
.19
.20
.21
.22
.23

.01-.40
.07-.22
.07-.13
.14-.19
.20-.22
.23-.40
.23-.34
.35
.36
.37
.38
.39
.40

Contents

xvi

Table of Contents

Chapter

Paragraph

Appendix
A

Overview of Statements on Quality Control Standards

B

Illustrative Questions About the Entity’s Controls Over Its Financial
Instrument Activities (Ref: par. 3.16)

C

Examples of Control Objectives, Related Controls, and Illustrative
Tests of Controls for Financial Instruments (Ref: par. 3.37)

D

Information About the Black-Scholes Valuation Model (Ref: par. 1.38)

E

Information About the Zero-Coupon Valuation Model (Ref: par. 1.38)

F

Accounting for Financial Instruments

G

Schedule of Changes Made to the Text From the Previous Edition

Index of Pronouncements and Other Technical Guidance
Subject Index

Contents

©2016, AICPA

1

Introduction

Introduction
I.1 Financial instruments may be used by financial and nonfinancial entities of all sizes for a variety of purposes. Some entities may have large holdings
and transaction volumes, but other entities may only engage in a few financial
instrument transactions. Some entities may take positions in financial instruments to assume and benefit from risk, but other entities may use financial
instruments to reduce certain risks by hedging or managing exposures. This
Audit Guide is relevant to all these situations.
I.2 The following AU-C sections are particularly relevant to audits of financial instruments:

r
r

r

r

AU-C section 540, Auditing Accounting Estimates, Including Fair
Value Accounting Estimates, and Related Disclosures (AICPA, Professional Standards), addresses the auditor's responsibilities relating to auditing accounting estimates, including accounting estimates related to financial instruments measured at fair value.
AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement , and AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), address identifying and assessing risks of
material misstatement and responding to those risks.
AU-C section 500, Audit Evidence (AICPA, Professional Standards), explains what constitutes audit evidence and addresses
the auditor's responsibility to design and perform audit procedures to obtain sufficient appropriate audit evidence to be able to
draw reasonable conclusions on which to base the auditor's opinion.
AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), addresses certain
specific aspects relating to auditing the valuation of investments
in securities and derivative instruments.

I.3 The purpose of this Audit Guide is to provide

r
r

background information about financial instruments. (See chapter
1, "Gaining an Understanding About Financial Instruments.")
discussion of audit considerations relating to financial instruments. (See chapters 2–12.)

Audit Guides provide practical assistance to auditors and material that accounting firms can use in developing their training programs and internal guidance.
I.4 This Audit Guide is relevant to entities of all sizes because all entities
may be subject to risks of material misstatement when using financial instruments.
I.5 The guidance on valuation1 in this Audit Guide is likely to be more
relevant for financial instruments measured or disclosed at fair value, and the
guidance on areas other than valuation applies equally to financial instruments
1

In this Audit Guide, the terms valuation and measurement are used interchangeably.
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measured at fair value or amortized cost or accounted for under the equity
method of accounting. This Audit Guide is also applicable to both financial assets and liabilities, but it does not address instruments such as

r
r

the simplest financial instruments (for example, cash, trade accounts receivable, and trade accounts payable) or
insurance contracts.

I.6 Also, this Audit Guide does not address specific accounting issues relevant to financial instruments, such as profit or loss on inception (often known
as Day 1 profit or loss), offsetting, or risk transfers. Although these subject matters can relate to an entity's accounting for financial instruments, a discussion
of the auditor's consideration regarding how to address specific accounting requirements is beyond the scope of this Audit Guide.
I.7 An audit in accordance with generally accepted auditing standards
is conducted on the premise that management and, when appropriate, those
charged with governance have acknowledged certain responsibilities. Such responsibilities subsume making fair value measurements. This Audit Guide
does not impose responsibilities on management or those charged with governance nor does it override laws and regulations that govern their responsibilities.
I.8 This Audit Guide has been written in the context of general purpose
fair presentation financial reporting frameworks but may also be useful, as
appropriate in the circumstances, in other financial reporting frameworks, such
as special purpose financial reporting frameworks.
I.9 This Audit Guide primarily focuses on the assertions related to account balances and presentation and disclosure but also covers, in less detail,
other assertions related to account balances, such as completeness, accuracy,
existence, and rights and obligations.
I.10 Financial instruments are susceptible to estimation uncertainty,
which is defined in paragraph .07 of AU-C section 540 as "[t]he susceptibility of
an accounting estimate and related disclosures to an inherent lack of precision
in its measurement." Estimation uncertainty is affected by the complexity of
financial instruments, among other factors. The nature and reliability of information available to support the measurement of financial instruments varies
widely, which affects the estimation uncertainty associated with their measurement. This Audit Guide uses the term measurement uncertainty to refer to the
estimation uncertainty associated with fair value measurements.

AAG-AFI I.6
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Chapter 1

Gaining an Understanding About
Financial Instruments

Update 1-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification [ASC]
960, Plan Accounting—Defined Benefit Pension Plans, through FASB ASC
965, Plan Accounting—Health and Welfare Benefit Plans, on plan accounting),
FASB ASU No. 2016-01 is effective for fiscal years beginning after December
15, 2018, and interim periods within fiscal years beginning after December
15, 2019. Early application is permitted for all other entities as of the fiscal
years beginning after December 15, 2017, including interim periods within
those fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive income the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.

©2016, AICPA
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Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

1.01 Different definitions of financial instruments may exist among financial reporting frameworks. For example, accounting principles generally accepted in the United States of America define a financial instrument as cash,
evidence of an ownership in an entity, or a contract that conveys to one entity
a right to either
a. receive cash or another financial instrument from a second entity
or
b. exchange other financial instruments on potentially favorable
terms with the second entity.1
This definition encompasses a wide range of financial instruments, from simple loans and deposits to complex derivatives, structured products, and some
commodity contracts.
1.02 Financial instruments vary in complexity, though the complexity of
the financial instrument can come from different sources, such as

r
r
r

a very high volume of individual cash flows in which a lack of
homogeneity requires analysis of each one or a large number of
grouped cash flows to evaluate (for example, collateralized debt
obligations).
complex formulas for determining the cash flows.
uncertainty or variability of future cash flows, such as that arising from credit risk, volatility associated with option contracts, or
financial instruments with lengthy contractual terms.

The higher the variability of cash flows to changes in market conditions, the
more likely the complexity and uncertainty of the fair value measurement of
the financial instrument. In addition, sometimes, financial instruments that,
ordinarily, are relatively easy to value become complex to value because of particular circumstances (for example, instruments for which the market has become inactive or that have lengthy contractual terms). Derivatives and structured products become more complex when they are a combination of individual financial instruments. In addition, accounting for financial instruments
under certain financial reporting frameworks or market conditions may be
complex.
1.03 Another source of complexity is the volume of financial instruments
held or traded. Although a "plain vanilla" interest rate swap may not be complex, an entity holding a large number of them may use a sophisticated information system to identify, value, and transact these instruments.

1

The FASB Accounting Standards Codification glossary.

AAG-AFI 1.01
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Purpose and Risks of Using Financial Instruments
1.04 Financial instruments may be used for

r

hedging purposes (for example, to change an existing risk profile
to which an entity is exposed). This includes
— the forward purchase or sale of currency to fix a future
exchange rate.
— converting future interest rates to fixed rates or floating
rates through the use of swaps.

r
r

— the purchase of option contracts to provide an entity with
protection against a particular price movement, including contracts that may contain embedded derivatives.
trading purposes (for example, to enable an entity to take a risk
position to benefit from short-term market movements).
investment purposes (for example, to enable an entity to benefit
from long-term investment returns).

1.05 The use of financial instruments can reduce exposures to certain
business risks (for example, changes in exchange rates, interest rates, and commodity prices or a combination of those risks). On the other hand, the inherent
complexities of some financial instruments also may result in increased risk.
1.06 Business risk2 and the risk of material misstatement increase when
management and those charged with governance

r
r
r
r

do not fully understand the risks of using financial instruments
and have insufficient skills and experience to manage those risks.
do not have the expertise to value them appropriately in accordance with the applicable financial reporting framework.
do not have sufficient controls in place over financial instrument
activities.
inappropriately hedge risks or speculate.

1.07 Management's failure to fully understand the risks inherent in a financial instrument can have a direct effect on management's ability to manage
these risks appropriately and may ultimately threaten the viability of the entity.
1.08 The following are principal types of risk applicable to financial instruments. This list is not meant to be exhaustive, and different terminology
may be used to describe these risks or classify the components of individual
risks:
Credit (or counterparty) risk. Credit risk is the risk that one party
to a financial instrument will cause a financial loss to another party
by failing to discharge an obligation, and it is often associated with
default. Credit risk includes counterparty risk and settlement risk,
which are defined as follows:
2 Business risk is defined in paragraph .04 of AU-C section 315, Understanding the Entity and
Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards).
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r
r

Counterparty risk. Connotes the exposure to the aggregate credit risk posed by all transactions with one counterparty.
Settlement risk. The related exposure that a counterparty
may fail to perform under a contract after the end user
has delivered funds or assets according to its obligations. Settlement risk relates almost solely to over-thecounter (OTC) contracts (that is, nonexchange-traded instruments). One method for minimizing settlement risk is
to enter into a master netting agreement that allows the
parties to offset all their related payable and receivable
positions at settlement.

Market risk. Market risk is the risk that the fair value or future cash
flows of a financial instrument will fluctuate because of changes
in market prices. Examples of market risk include currency risk,
interest rate risk, and commodity and equity price risk.
Liquidity risk. Liquidity risk includes the risk of not being able to
buy or sell a financial instrument at an appropriate price in a timely
manner due to a lack of marketability for that financial instrument.
Operational risk. Operational risk relates to the specific processing required for financial instruments. Operational risk may increase as the complexity of a financial instrument increases, and
poor management of operational risk may increase other types of
risk. Operational risk includes the risk

r
r
r
r
r
r
r
r

AAG-AFI 1.08

that confirmation and reconciliation controls are inadequate, resulting in incomplete or inaccurate recording of
financial instruments.
that inappropriate documentation of transactions and insufficient monitoring of these transactions exist.
that transactions are incorrectly recorded, processed, or
risk managed and, therefore, do not reflect the economics
of the overall trade.
that undue reliance is placed by staff on the accuracy of
valuation techniques without adequate review, and transactions are, therefore, incorrectly valued, or their risk is
improperly measured.
that the use of financial instruments is not adequately incorporated into the entity's risk management policies and
procedures.
of loss resulting from inadequate or failed internal processes and systems or from external events, including the
risk of fraud from both internal and external sources.
that inadequate or nontimely maintenance of valuation
techniques used to measure financial instruments exist.
that losses may result from a legal or regulatory action
that invalidates or otherwise precludes performance by
the end user or its counterparty under the terms of the
contract or related netting arrangements (that is, legal
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risk, which is a component of operational risk). For example, legal risk could arise from insufficient or incorrect
documentation for the contract, an inability to enforce a
netting arrangement in bankruptcy, adverse changes in
tax laws, or statutes that prohibit entities from investing
in certain types of financial instruments.
1.09 Other considerations relevant to risks of using financial instruments
include the risk

r
r
r

of fraud that may be increased if, for example, an employee in a
position to perpetrate a financial fraud understands both the financial instruments and processes for accounting for them, but
management and those charged with governance have a lesser
degree of understanding.
that master netting arrangements3 may not be properly reflected
in the financial statements.
that some financial instruments may change between being assets
or liabilities during their term and that such change may occur
rapidly.

Controls Relating to Financial Instruments
1.10 The extent of an entity's use of financial instruments and the degree
of complexity of the instruments are important determinants of the necessary
level of sophistication of the entity's internal control. For example, smaller entities may use less structured products and simple processes and procedures to
achieve their objectives.
1.11 Often, it is the role of those charged with governance to set the tone
regarding, and approve and oversee the extent of, the use of financial instruments, but it is management's role to manage and monitor the entity's exposures to those risks. Management and, when appropriate, those charged with
governance are also responsible for designing and implementing a system of
internal control to enable the preparation and fair presentation of financial
statements in accordance with the applicable financial reporting framework.
An entity's internal control over financial instruments is more likely to be effective when management and those charged with governance have

r

established an appropriate control environment (for example, active participation by those charged with governance in controlling
the use of financial instruments); a logical organizational structure with clear assignment of authority and responsibility; and
appropriate human resource policies and procedures. In particular, clear rules are needed on the extent to which those responsible
for financial instrument activities are permitted to act. Such rules
take into account any legal or regulatory restrictions on using financial instruments. For example, certain public sector entities
may not have the power to conduct business using derivatives.

3 An entity that undertakes a number of financial instrument transactions with a single counterparty may enter into a master netting arrangement with that counterparty. Such an agreement
provides for a single net settlement of all financial instruments covered by the agreement in the event
of default of any one contract.
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established a risk management process relative to the size of the
entity and the complexity of its financial instruments. (For example, in some entities, a formal risk management function may exist.)
established information systems that provide those charged with
governance with an understanding of the nature of the financial
instrument activities and the associated risks, including adequate
documentation of transactions.
designed, implemented, and documented a system of internal control to
—

provide reasonable assurance that the entity's use of
financial instruments is within its risk management
policies.

—

properly present financial instruments in the financial
statements.

—

ensure that the entity is in compliance with applicable
laws and regulations.

—

monitor risk.

Chapter 3, "Internal Control," of this guide provides examples of
controls that may exist in an entity that deals in a high volume of
financial instrument transactions.
established appropriate accounting policies, including valuation
policies, in accordance with the applicable financial reporting
framework.

1.12 Key elements of risk management processes and internal control relating to an entity's financial instruments include

r

r
r
r

r
r
AAG-AFI 1.12

setting an approach to define the amount of risk exposure that the
entity is willing to accept when engaging in financial instrument
transactions (this may be referred to as its "risk appetite"), including policies for investing in financial instruments and the control
framework in which the financial instrument activities are conducted.
establishing processes for the documentation and authorization of
new types of financial instrument transactions that consider the
accounting, regulatory, legal, financial, and operational risks that
are associated with such instruments.
processing financial instrument transactions, including confirmation and reconciliation of cash and asset holdings to external statements and the payments process.
segregation of duties between those investing or trading in the financial instruments and those responsible for processing, valuing,
and confirming such instruments. For example, a model development function that is involved in assisting in pricing deals is less
objective than one that is functionally and organizationally separate from the sales function.
valuation processes and controls, including controls over data obtained from third-party pricing sources.
monitoring of controls.
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1.13 The nature of risks often differs between entities with a high volume
and variety of financial instruments and those with only a few financial instrument transactions. This results in different approaches to internal control:

r

r

Often, an institution with a high volume of financial instruments
will have a dealing room-type environment in which there are specialist traders and segregation of duties between those traders
and the administrative and support services (which refers to the
operations function that data checks trades that have been conducted, ensuring that they are not erroneous and transacting the
required transfers). In such environments, the traders will often initiate contracts verbally over the phone or via an electronic
trading platform. Capturing relevant transactions and accurately
recording financial instruments in such an environment is significantly more challenging than for an entity with only a few financial instruments whose existence and completeness often can be
confirmed with a bank confirmation to a few banks.
On the other hand, entities with only a small number of financial
instruments often do not have segregation of duties, and access to
the market is limited. In such cases, although it may be easier to
identify financial instrument transactions, a risk exists that management may rely on a limited number of personnel, which may
increase the risk that unauthorized transactions may be initiated,
or transactions may not be recorded.

Completeness, Accuracy, and Existence
1.14 Paragraphs 1.15–.23 describe controls and processes that may be in
place in entities with a high volume of financial instrument transactions, including those with trading rooms. By contrast, an entity that does not have a
high volume of financial instrument transactions may not have these controls
and processes but may instead confirm its transactions with the counterparty
or clearinghouse. Doing so may be relatively straightforward in that the entity
may only transact with one or two counterparties.

Trade Conﬁrmations and Clearinghouses
1.15 Generally, the terms of financial instruments are documented in legal agreements and confirmations exchanged between counterparties. Clearinghouses serve to monitor the exchange of confirmations by matching trades
and settling them. A central clearinghouse is associated with an exchange, and
entities that clear through clearinghouses typically have processes to manage
the information delivered to the clearinghouse.
1.16 Not all transactions are settled through such an exchange. In many
other markets, an established practice of agreeing the terms of transactions exists before settlement begins. To be effective, this process needs to be run separately from those who trade the financial instruments to minimize the risk of
fraud. In other markets, transactions are confirmed after settlement has begun,
and sometimes, confirmation backlogs result in settlement beginning before all
terms have been fully agreed. This presents additional risk because the transacting entities need to rely on alternative means of agreeing trades, such as the
following:
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Enforcing rigorous reconciliations between the records of those
trading the financial instruments and those settling them (strong
segregation of duties between the two are important), combined
with strong supervisory controls over those trading the financial
instruments to ensure the integrity of the transactions
Reviewing summary documentation from counterparties that
highlights the key terms, even if the full terms have not been
agreed
Thorough review of traders' profits and losses to ensure that they
reconcile to what the administrative and support services have
calculated

Reconciliations With Banks and Custodians
1.17 Some components of financial instruments, such as bonds and shares,
may be held in separate depositories. In addition, most financial instruments
result in payments of cash at some point, and often, these cash flows begin early
in the contract's life. These cash payments and receipts will pass through an
entity's bank account. Regular reconciliation of the entity's records to external
banks' and custodians' records enables the entity to ensure that transactions
are properly recorded.
1.18 It should be noted that not all financial instruments result in a cash
flow in the early stages of the contract's life or are capable of being recorded with
an exchange or a custodian. When this is the case, reconciliation processes will
not identify an omitted or inaccurately recorded trade, and confirmation controls are more important. Even when such a cash flow is accurately recorded
in the early stages of an instrument's life, this does not ensure that all characteristics or terms of the instrument (for example, the maturity or an early
termination option) have been recorded accurately.
1.19 In addition, cash movements may be quite small in the context of the
overall size of the trade or the entity's own balance sheet and, therefore, may
be difficult to identify. The value of reconciliations is enhanced when finance
or other administrative and support services staff review entries in all general
ledger accounts to ensure that they are valid and supportable. This process will
help identify if the other side-to-cash entries relating to financial instruments
have not been properly recorded. Reviewing suspense and clearing accounts is
important, regardless of the account balance, because there may be offsetting
reconciling items in the account.
1.20 Reconciliation and confirmation controls may be automated, and if so,
adequate IT controls need to be in place to support them. In particular, controls
are needed to ensure that data is completely and accurately picked up from external sources (such as banks and custodians) and from the entity's records and
that it is not tampered with before or during reconciliation. Controls are also
needed to ensure that the criteria on which entries are matched are sufficiently
restrictive to prevent inaccurate clearance of reconciling items.

Other Controls Over Completeness, Accuracy,
and Existence
1.21 The complexity inherent in some financial instruments means it will
not always be obvious how they should be recorded in the entity's systems. In
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such cases, management may set up control processes to monitor policies that
prescribe how particular types of transactions are measured, recorded, and accounted for. These policies are typically established and reviewed in advance by
suitably qualified personnel who are capable of understanding the full effects
of the financial instruments being booked.
1.22 Some transactions may be cancelled or amended after initial execution. Application of appropriate controls relating to cancellation or amendment
can mitigate the risks of material misstatement due to fraud or error. In addition, an entity may have a process in place to reconfirm trades that are cancelled
or amended.
1.23 In financial institutions with a high volume of trading, a senior employee typically reviews daily profits and losses on individual traders' books to
evaluate whether they are reasonable based on the employee's knowledge of the
market. Doing so may enable management to determine that particular trades
were not completely or accurately recorded or may identify fraud by a particular trader. It is important that transaction authorization procedures exist that
support the more senior review.

Valuation of Financial Instruments
Financial Reporting Requirements
1.24 In many financial reporting frameworks, financial instruments, including embedded derivatives, are often measured at fair value for the purpose
of balance sheet presentation, calculating gain or loss, or disclosure. In general,
the objective of fair value measurement is to arrive at the price at which an
orderly transaction would take place between market participants at the measurement date under current market conditions (that is, it is not the transaction
price for a forced liquidation or distressed sale). In meeting this objective, all
relevant available market information is taken into account.
1.25 Fair value measurements of financial assets and liabilities may arise
both at the initial recording of transactions and later when there are changes
in value. Changes in fair value measurements that occur over time may be
treated in different ways under different financial reporting frameworks. For
example, such changes may be recorded as gain or loss or in other comprehensive income. Also, depending on the applicable financial reporting framework,
the whole financial instrument or only a component of it (for example, an embedded derivative when it is separately accounted for) may be required to be
measured at fair value. Chapter 5, "Valuation of Financial Instruments," of this
guide provides further detailed guidance on valuation of financial instruments.
1.26 Some financial reporting frameworks establish a fair value hierarchy
to develop increased consistency and comparability in fair value measurements
and related disclosures. The inputs may be classified into different levels, such
as

r
r

level 1 inputs, which are quoted prices (unadjusted) in active markets for identical financial assets or liabilities that the entity can
access at the measurement date.
level 2 inputs, which are inputs other than quoted prices included
within level 1 that are observable for the financial asset or liability
either directly or indirectly. If the financial asset or liability has a
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specified (contractual) term, a level 2 input must be observable for
substantially the full term of the financial asset or liability. Level
2 inputs include the following:

r

—

Quoted prices for similar financial assets or liabilities in
active markets

—

Quoted prices for identical or similar financial assets or
liabilities in markets that are not active

—

Inputs other than quoted prices that are observable for
the financial asset or liability (for example, interest rates
and yield curves observable at commonly quoted intervals, implied volatilities, and credit spreads)

—

Inputs that are derived principally from, or corroborated
by, observable market data by correlation or other means
(market-corroborated inputs)

level 3 inputs, which are unobservable inputs for the financial asset or liability. Unobservable inputs are used to measure fair value
to the extent that relevant observable inputs are not available,
thereby allowing for situations in which there is little, if any, market activity for the financial asset or liability at the measurement
date.

In general, measurement uncertainty increases as a financial instrument
moves from level 1 to level 2 or level 2 to level 3. Also, within level 2, there
may be a wide range of measurement uncertainty depending on the observability of inputs, the complexity and valuation of the financial instrument, and
other factors.
1.27 Certain financial reporting frameworks may require or permit the
entity to adjust for measurement uncertainties in order to adjust for risks that
a market participant would make in the pricing to take account of the uncertainties of the risks associated with the pricing or cash flows of the financial
instrument. Some examples are as follows:

r
r
r
r
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Model adjustments. Some models may have a known deficiency,
or the result of calibration may highlight the deficiency for the
fair value measurement in accordance with the financial reporting
framework.
Credit-risk adjustments. Some models do not take into account
credit risk, including counterparty risk or own credit risk.
Liquidity adjustments. Some models calculate a midmarket price,
even though the financial reporting framework may require use of
a liquidity-adjusted amount, such as a bid-offer spread. Another,
more judgmental liquidity adjustment recognizes that some financial instruments are illiquid, which affects the valuation.
Other risk adjustments. A value measured using a model that does
not take into account all other factors that market participants
would consider in pricing the financial instrument may not represent fair value on the measurement date and, therefore, may need
to be adjusted separately to comply with the applicable financial
reporting framework.
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Adjustments are not appropriate if they adjust the measurement and valuation
of the financial instrument away from fair value, as defined by the applicable
financial reporting framework (for example, for conservatism).

Observable and Unobservable Inputs
1.28 As previously mentioned, financial reporting frameworks often categorize inputs according to the degree of observability. As activity in a market
for financial instruments and the observability of inputs decline, measurement
uncertainty increases. The nature and reliability of information available to
support valuation of financial instruments varies depending on the observability of inputs to its measurement, which is influenced by the nature of the market
(for example, the level of market activity and whether the activity is through an
exchange or OTC market). Accordingly, a continuum of the nature and reliability of evidence used to support valuation exists, and it becomes more difficult
for management to obtain information to support a valuation when markets
become inactive and inputs become less observable.
1.29 When observable inputs are not available, an entity uses unobservable inputs (level 3 inputs) that reflect the assumption that market participants
would use when pricing the financial asset or liability, including assumptions
about risk. Unobservable inputs are developed using the best information available in the circumstances. In developing unobservable inputs, an entity may
begin with its own data that is adjusted if reasonably available information
indicates that other market participants would use different data.

Effects of Inactive Markets
1.30 Measurement uncertainty increases and valuation is more complicated when the markets in which financial instruments or their component
parts are traded become inactive. No clear point exists at which an active market becomes inactive, though financial reporting frameworks may provide guidance on this issue. Characteristics of an inactive market include a significant
decline in the volume and level of trading activity, and available prices vary significantly over time or among market participants, or the prices are not current.
However, assessing whether a market is inactive requires judgment.
1.31 When markets are inactive, quoted prices may be stale (that is, out of
date); may not represent prices at which market participants may trade; or may
represent forced transactions (such as [a] when a seller is required to sell an
asset to meet regulatory or legal requirements or needs to dispose of an asset
immediately to create liquidity or [b] the existence of a single potential buyer as
a result of the legal or time restrictions imposed). Accordingly, valuations may
be developed based on level 2 and level 3 inputs. Under such circumstances,
entities may have

r
r

a valuation policy that includes a process for determining whether
level 1 inputs are available.
an understanding of how particular prices or inputs from external
sources used as inputs to valuation techniques were calculated in
order to assess their reliability. For example, in an active market, a broker quote on a financial instrument that has not traded
is likely to reflect actual transactions on a similar financial instrument, but as the market becomes less active, the broker quote
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r
r
r
r

may rely more on proprietary valuation techniques to determine
prices.
an understanding of how deteriorating business conditions affect
the counterparty, as well as whether deteriorating business conditions in entities similar to the counterparty may indicate that
the counterparty may not fulfill its obligations (that is, nonperformance risk).
policies for adjusting for measurement uncertainties. Such adjustments can include model adjustments, lack of liquidity adjustments, credit risk adjustments, and other risk adjustments.
the capability to calculate the range of realistic outcomes, given
the uncertainties involved (for example by performing a sensitivity analysis).
policies for identifying when a fair value measurement input
moves to a different level of the fair value hierarchy.

1.32 Particular difficulties may develop when severe curtailment or even
cessation of trading in particular financial instruments exists. In these circumstances, financial instruments that have previously been valued using market
prices may need to be valued using a model.

Management’s Valuation Process
1.33 Techniques that management may use to value the entity's financial
instruments include observable prices, recent transactions, and models that use
observable or unobservable inputs. Management may also make use of a

r
r

third-party pricing source, such as a pricing service or broker
quote.
valuation specialist.

Third-party pricing sources and valuation specialists may use one or more of
these valuation techniques.
1.34 In many financial reporting frameworks, the best evidence of a financial instrument's fair value is found in contemporaneous transactions in an active market (that is, level 1 inputs). In such cases, the valuation of a financial
instrument may be relatively simple. Quoted prices for financial instruments
that are listed on exchanges or traded in liquid OTC markets may be available from sources such as financial publications, the exchanges themselves, or
third-party pricing sources. When using quoted prices, it is important that management understand the basis on which the quote is given to ensure that the
price reflects market conditions at the measurement date. Quoted prices obtained from publications or exchanges may provide sufficient evidence of fair
value when, for example, the

r
r

prices are not out of date or "stale" (for example, if the quote is
based on the last traded price, and the trade occurred some time
ago).
quotes are prices at which dealers would actually trade the financial instrument with sufficient frequency and volume.

1.35 When no current observable market price for the financial instrument (that is, a level 1 input) exists, it will be necessary for the entity to gather
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other price indicators to use in a valuation technique to value the financial instrument. Price indicators may include

r

r
r
r

recent transactions, including transactions after the date of the
financial statements in the same instrument. Consideration is
given to whether an adjustment needs to be made for changes in
market conditions between the measurement date and the date
the transaction was made because these transactions are not necessarily indicative of the market conditions that existed at the
date of the financial statements. In addition, it is possible the
transaction represents a forced transaction and, therefore, is not
indicative of a price in an orderly trade.
current or recent transactions in similar instruments, often
known as proxy pricing. Adjustments will need to be made to the
price of the proxy to reflect the differences between it and the instrument being priced (for example, to take account of differences
in liquidity or credit risk between the two instruments).
indexes for similar instruments. As with transactions in similar
instruments, adjustments will need to be made to reflect the difference between the instrument being priced and the instrument(s)
from which the index used is derived.
transactions in the financial instrument occurring on thinly
traded markets, such as OTC or bulletin board exchanges.

1.36 Management is expected to document its valuation policies and
model used to value a particular financial instrument, including the rationale
for the model(s) used, the selection of assumptions in the valuation methodology, and the entity's consideration of whether adjustments for measurement
uncertainty are necessary.

Models
1.37 Models may be used to value financial instruments when the price
cannot be directly observed in the market. Models can be as simple as a commonly used bond pricing formula or involve complex, specifically developed software tools to value financial instruments with level 3 inputs. Many models are
based on discounted cash flow calculations.
1.38 Examples of models that are often used are Black-Scholes, which is
frequently used for option pricing, and the zero-coupon method, which is often
used for estimating the fair value of interest rate swaps. Appendix D, "Information About the Black-Scholes Valuation Model," and appendix E, "Information
About the Zero-Coupon Valuation Model," of this guide provide more information about the Black-Scholes and zero-coupon method.
1.39 Models comprise a methodology, assumptions, and data. The methodology describes rules or principles governing the relationship between the variables in the valuation. Assumptions include estimates of uncertain variables
that are used in the model. Data may comprise actual or hypothetical information about the financial instrument or other inputs to the financial instrument.
1.40 Depending on the circumstances, matters that the entity may address when establishing or validating a model for a financial instrument include whether
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the model is validated prior to usage, with periodic reviews to ensure that it is still suitable for its intended use. The entity's validation process may include evaluation of the
—

methodology's theoretical soundness and mathematical
integrity, including the appropriateness of parameters
and sensitivities.

—

consistency and completeness of the model's inputs with
market practices and whether the appropriate inputs are
available for use in the model.

appropriate change control policies, procedures, and security controls over the model exist.
the model is appropriately changed or adjusted on a timely basis
for changes in market conditions.
the model is periodically calibrated, reviewed, and tested for validity by a separate and objective function. Doing so is a means
of ensuring that the model's output is a fair representation of the
value that marketplace participants would ascribe to a financial
instrument.
the model maximizes the use of relevant observable inputs and
minimizes the use of unobservable inputs.
adjustments are made to the output of the model to reflect the
assumptions that marketplace participants would use in similar
circumstances.
the model is adequately documented, including the model's intended applications and limitations and its key parameters, required data, results of any validation analysis performed, and any
adjustments made to the output of the model.

An Example of a Common Financial Instrument
1.41 The following describes how models may be applied to value a common financial instrument, known as an asset-backed security.4 Because assetbacked securities are often valued based on level 2 or level 3 inputs, they are
frequently valued using models and involve understanding the

r
r

type of security, considering the underlying collateral and the
terms of the security. The underlying collateral is used to estimate
the timing and amounts of cash flows, such as mortgage or credit
card interest and principal payments.
terms of the security. This includes evaluating contractual cash
flow rights, such as the order of repayment, and any default
events. The order of repayment, often known as seniority, refers
to terms that require that some classes of security holders (senior
debt) are repaid before others (subordinated debt). The rights of
each class of security holder to the cash flows, frequently referred
to as the cash flow "waterfall," together with assumptions of the

4 An asset-backed security is a financial instrument that is backed by a pool of underlying assets
(known as the collateral, such as credit card receivables or vehicle loans) and that derives value and
income from those underlying assets.
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timing and amount of cash flows, are used to derive a set of estimated cash flows for each class of security holder. The expected
cash flows are then discounted to derive an estimated fair value.
1.42 The cash flows of an asset-backed security may be affected by prepayments of the underlying collateral and potential default risk and resulting
estimated loss reserves. Prepayment assumptions, if applicable, are generally
based on evaluating market interest rates for similar collateral to the rates
on the collateral underlying the security. For example, if market interest rates
for mortgages have declined, then the underlying mortgages in a security may
experience higher prepayment rates than originally expected. Estimating potential default and loss reserve involves close evaluation of the underlying collateral and borrowers to estimate default rates. For example, when the underlying collateral comprises residential mortgages, loss reserves may be affected
by estimates of residential housing prices over the term of the security.

Third-Party Pricing Sources
1.43 Entities may use third-party pricing sources in order to obtain fair
value information. The preparation of an entity's financial statements, including the valuation of financial instruments and the preparation of financial
statement disclosures relating to these instruments, may require expertise that
management does not possess. Entities may not be able to develop appropriate valuation techniques, including models that may be used in a valuation,
and may use a third-party pricing source to arrive at a valuation or provide
disclosures for the financial statements. This may particularly be the case in
smaller entities or entities that do not engage in a high volume of financial
instrument transactions (for example, nonfinancial institutions with treasury
departments). Even though management has used a third-party pricing source,
management is ultimately responsible for the valuation and establishing internal control over the valuation process.
1.44 Third-party pricing sources may also be used because the volume of
financial instruments to price over a short time frame may not be possible by
the entity. This is often the case for traded investment funds that must determine a net asset value each day. In other cases, management may have its
own pricing process but use third-party pricing sources to corroborate its own
valuations.
1.45 For one or more of these reasons, most entities use third-party pricing
sources when valuing financial instruments either as a primary source or a
source of corroboration for their own valuations. Third-party pricing sources
generally fall into the following categories:

r
r

Pricing services, including consensus pricing services
Brokers providing broker quotes

Pricing Services
1.46 Pricing services provide entities with prices and price-related data
for a variety of financial instruments, often performing daily valuations of large
numbers of financial instruments. These valuations may be made by collecting
market data and prices from a wide variety of sources, including market makers, and, in certain instances, by using internal valuation techniques to derive
estimated fair values. Pricing services may combine a number of approaches to
arrive at a price and are often used as a source of prices based on level 2 inputs.
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Pricing services may have strong controls around how prices are developed, and
their customers often include a wide variety of parties, including buy-and-sell
side investors, auditors, and others.
1.47 Pricing services often have a formalized process for customers to challenge the prices received from the pricing services. These challenge processes
usually require the customer to provide evidence to support an alternative
price, with challenges categorized based on the quality of evidence provided.
For example, a challenge based on a recent sale of that instrument the pricing service was not aware of may be upheld, whereas a challenge based on a
customer's own valuation technique may be more heavily scrutinized. In this
way, a pricing service with a large number of leading participants, both buy
and sell side, may be able to constantly correct prices to more fully reflect the
information available to market participants.

Consensus Pricing Services
1.48 Some entities may use pricing data from consensus pricing services,
which differ from other pricing services. Consensus pricing services obtain pricing information about an instrument from several participating entities (subscribers). Each subscriber submits prices to the pricing service. The pricing
service treats this information confidentially and returns to each subscriber
the consensus price, which is usually an arithmetical average of the data after a data-cleansing routine has been employed to eliminate outliers. For some
markets, such as exotic derivatives, consensus prices might constitute the best
available data. However, many factors are considered when assessing the representational faithfulness of the consensus prices, including, for example

r
r
r
r

whether the prices submitted by the subscribers reflect actual
transactions or just indicative prices based on their own valuation techniques.
the number of sources from which prices have been obtained.
the quality of the sources used by the consensus pricing service.
whether participants include leading market participants.

1.49 Typically, consensus prices are only available to subscribers who have
submitted their own prices to the service. Accordingly, not all entities will have
direct access to consensus prices. Because a subscriber generally cannot know
how the prices submitted were estimated, other sources of evidence in addition
to information from consensus pricing services may be needed for management
to support its valuation. In particular, this may be the case if the sources are
providing indicative prices based on their own valuation techniques, and management is unable to obtain an understanding of how these sources calculated
their prices.

Brokers Providing Broker Quotes
1.50 Because brokers provide quotes only as an incidental service for their
clients, quotes they provide differ in many respects from prices obtained in
pricing services. Brokers may be unwilling to provide information about the
process used to develop their quote but may have access to information on
transactions about which a pricing service may not be aware. Broker quotes
may be executable or indicative. Indicative quotes are a broker's best estimate
of fair value, whereas an executable quote shows that the broker is willing
to transact at this price. Executable quotes are strong evidence of fair value.
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Indicative quotes are less so because of the lack of transparency into the methods used by the broker to establish the quote. In addition the rigor of controls
over the brokers' quote often will differ depending on whether the broker also
holds the same security in his or her own portfolio. Broker quotes are often used
for financial instruments with level 3 inputs and sometimes may be the only
external information available.

Further Considerations Relating to Third-Party Pricing Sources
1.51 Understanding how the pricing sources calculated a price enables
management to determine whether such information is suitable for use in its
valuation, including as an input to a valuation technique and in what level of
inputs the security should be categorized for disclosure purposes. For example,
third-party pricing sources may value financial instruments using proprietary
models, and it is important that management understands the methodology,
assumptions, and data used.
1.52 If fair value measurements obtained from third-party pricing sources
are not based on the current prices of an active market, it will be necessary for
management to evaluate whether the fair value measurements were derived in
a manner that is consistent with the applicable financial reporting framework.
Management's understanding of the fair value measurement may include

r
r
r

how the fair value measurement was determined (for example,
whether the fair value measurement was determined by a valuation technique in order to assess whether it is consistent with the
fair value measurement objective).
whether the quotes are indicative prices, indicative spread, or
binding offers.
how frequently the fair value measurement is estimated by the
third-party pricing sources in order to assess whether it reflects
market conditions at the measurement date.

Understanding the bases on which third-party pricing sources have determined
their quotes in the context of the particular financial instruments held by the
entity assists management in evaluating the relevance and reliability of this
evidence to support its valuations.
1.53 Disparities may exist between price indicators from different sources.
Understanding how the price indicators were derived and investigating these
disparities assists management in corroborating the evidence used in developing its valuation of financial instruments in order to evaluate whether the
valuation is reasonable. Simply taking the average of the quotes provided without doing further research may not be appropriate because one price in the
range may be the most representative of fair value, and this may not be the
average. To evaluate whether its valuations of financial instruments are reasonable, management may

r
r

consider whether actual transactions represent forced transactions rather than transactions between willing buyers and sellers.
This may invalidate the price as a comparison.
analyze the expected future cash flows of the instrument. This
could be performed as an indicator of the most relevant pricing
data.
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depending on the nature of what is unobservable, extrapolate from
observed prices to unobserved ones (for example, there may be observed prices for maturities up to 10 years but not longer, but the
10-year price curve may be capable of being extrapolated beyond
10 years as an indicator). Care is needed to ensure that extrapolation is not carried so far beyond the observable curve that its link
to observable prices becomes too tenuous to be reliable.
compare prices within a portfolio of financial instruments with
each other to make sure they are consistent among similar financial instruments.
use more than one model to corroborate the results from each one,
considering the data and assumptions used in each.
evaluate movements in the prices for related hedging instruments
and collateral.

Use of Valuation Specialists
1.54 Management may engage a valuation specialist from an investment
bank, a broker, or another valuation firm to value some or all of the entity's
financial instruments. Unlike pricing services and broker quotes, generally, the
methodology and data used are more readily available to management when
it has engaged a specialist to perform a valuation on its behalf. Even though
management has engaged a specialist, management is ultimately responsible
for the valuation used.

Issues Related to Financial Liabilities
1.55 Understanding the effect of credit risk is an important aspect of valuing both financial assets and liabilities. This valuation reflects the credit quality and financial strength of both the issuer and any credit support providers.
In some financial reporting frameworks, the measurement of a financial liability assumes it is transferred to a market participant at the measurement
date. When an observable market price for a financial liability does not exist,
its value is typically measured using the same method a counterparty would
use to measure the value of the corresponding asset, unless there are factors
specific to the liability (such as third-party credit enhancement). In particular,
the entity's own credit risk5 can often be difficult to measure.

Presentation and Disclosure About Financial Instruments
1.56 Most financial reporting frameworks require disclosures in the financial statements to enable users of the financial statements to make meaningful
assessments of the effects of the entity's financial instrument activities, including the risks and uncertainties associated with financial instruments.
1.57 Most frameworks require the disclosure of quantitative and qualitative information (including accounting policies) relating to financial instruments. The accounting requirements for fair value measurements in financial
statement presentations and disclosures are extensive in most financial reporting frameworks and encompass more than just valuation of the financial instruments. For example, qualitative disclosures about financial instruments
5 Own credit risk is the amount of change in fair value that is not attributable to changes in
market conditions.
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provide important contextual information about the characteristics of the financial instruments and their future cash flows that may help inform investors
about the risks to which entities are exposed.

Categories of Disclosures
1.58 Disclosure requirements include

r
r
r

quantitative disclosures that are derived from the amounts included in the financial statements (for example, categories of financial assets and liabilities).
quantitative disclosures that require significant judgment (for example, sensitivity analysis for each type of market risk to which
the entity is exposed).
qualitative disclosures (for example, those that describe the entity's governance over financial instruments; objectives; controls,
policies, and processes for managing each type of risk arising
from financial instruments; and the methods used to measure the
risks).

1.59 The more sensitive the valuation to movements in a particular variable, the more likely it is that disclosure will be necessary to indicate the uncertainties surrounding the valuation. Financial reporting frameworks may also
require disclosure of sensitivity analyses, including the effects of changes in
assumptions used in the entity's valuation techniques. For example, the additional disclosures required for financial instruments with fair value measurements that are categorized within level 3 inputs of the fair value hierarchy are
aimed at informing users of financial statements about the effects of those fair
value measurements that use the most subjective inputs.
1.60 Financial reporting frameworks may require disclosure of information that enables users of the financial statements to evaluate the nature and
extent of the risks arising from financial instruments to which the entity is exposed at the reporting date. The extent of disclosure depends on the extent of
the entity's exposure to risks arising from financial instruments. This includes
qualitative disclosures about

r
r
r

the exposures to risk and how they arise, including the possible
effects on an entity's future liquidity and collateral requirements.
the entity's objectives, policies, and processes for managing the
risk and the methods used to measure the risk.
any changes in exposures to risk or objectives, policies, or processes for managing risk from the previous period.
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Chapter 2

General Auditing Considerations
2.01 Certain factors may make auditing financial instruments particularly challenging. For example

r
r
r
r
r
r

it may be difficult for the auditor to understand the nature of financial instruments and what they are used for and the risks to
which the entity is exposed.
market sentiment and liquidity can change quickly, placing pressure on management to manage its exposures effectively.
evidence supporting valuation may be difficult to obtain.
individual payments associated with certain financial instruments may be significant, which may increase the risk of misappropriation of assets.
the amounts recorded in the financial statements relating to financial instruments may not be significant, but significant risks
and exposures associated with these financial instruments may
exist.
a few employees may exert significant influence on the entity's
financial instrument transactions, in particular when their compensation arrangements are tied to revenue or profit from financial instruments, and possible undue reliance on these individuals
by others within the entity may exist.

These factors may cause risks and relevant facts to be obscured, which may affect the auditor's assessment of the risks of material misstatement, and unidentified risks can emerge rapidly, especially in adverse market conditions.

Professional Skepticism 1
2.02 Professional skepticism is necessary to the critical assessment of audit evidence and assists the auditor in remaining alert for possible indications
of management bias. This includes questioning contradictory audit evidence
and the reliability of documents, responses to inquiries, and other information
obtained from management and those charged with governance. It also includes
being alert to conditions that may indicate possible misstatement due to error
or fraud and considering the sufficiency and appropriateness of audit evidence
obtained in light of the circumstances.
2.03 Application of professional skepticism is required in all circumstances, and the need for professional skepticism increases with the complexity
of financial instruments, such as with regard to the following:

r

Evaluating whether sufficient appropriate audit evidence has
been obtained, which can be particularly challenging when models
are used or in determining if markets are inactive

1 Paragraph .17 of AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards).
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Evaluating management's judgments and the potential for management bias in applying the entity's applicable financial reporting framework, in particular management's choice of valuation
techniques, use of assumptions in valuation techniques, and addressing circumstances in which the auditor's judgments and
management's judgments differ
Drawing conclusions based on the audit evidence obtained (for
example assessing the reasonableness of valuations prepared by
management's specialists and evaluating whether disclosures in
the financial statements achieve fair presentation).

Planning Considerations 2
2.04 The auditor's focus in planning the audit procedures related to financial instruments is primarily on

r
r
r
r
r
r
r

understanding the accounting and disclosure requirements.
understanding the financial instruments to which the entity is exposed and their purpose and risks.
determining whether specialized skills and knowledge are needed
in the audit.
understanding and evaluating the system of internal control in
light of the entity's financial instrument transactions and the information systems that fall within the scope of the audit.
understanding the nature, role, and activities of the internal audit
function.
understanding management's process for valuing financial instruments, including whether management has used a pricing source,
valuation specialist or service organization.
assessing and responding to the risk of material misstatement.

Understanding the Accounting and Disclosure
Requirements
2.05 Paragraph .08a of AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), requires the auditor to obtain an understanding of
the requirements of the applicable financial reporting framework relevant to
accounting estimates, including related disclosures and any regulatory requirements. The requirements of the applicable financial reporting framework regarding financial instruments may themselves be complex and require extensive disclosures. Reading this Audit Guide is not a substitute for a full understanding of all the requirements of the applicable financial reporting framework.

Understanding the Financial Instruments
2.06 The characteristics of financial instruments may obscure certain elements of risk and exposure. Obtaining an understanding of the instruments
2 AU-C section 300, Planning an Audit (AICPA, Professional Standards), addresses the auditor's
responsibility to plan an audit of financial statements.
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in which the entity has invested or to which it is exposed, including the characteristics of the instruments, helps the auditor identify whether

r
r
r
r

important aspects of a transaction are missing or inaccurately
recorded.
the risks inherent in them are fully understood and managed by
the entity.
the instruments are valued using an appropriate valuation technique.
the financial instruments are appropriately classified into current
and noncurrent assets and liabilities.

2.07 Examples of matters that the auditor may consider when obtaining
an understanding of the entity's financial instruments include

r
r
r
r
r

the types of financial instruments to which the entity is exposed.
the purpose for which they are used.
management's and, when appropriate, those charged with governance's understanding of the financial instruments, their use, and
the accounting requirements.
their exact terms and characteristics so that their implications
can be fully understood and, in particular, when transactions are
linked, the overall effect of the financial instrument transactions.
how they fit into the entity's overall risk management strategy.

Inquiries of the internal audit function and risk management function, if such
functions exist, and discussions with those charged with governance may assist
the auditor in obtaining this understanding.
2.08 In some cases, a contract, including a contract for a nonfinancial instrument, may contain a derivative. Some financial reporting frameworks permit or require such embedded derivatives to be separated from the host contract
in some circumstances. Understanding management's process for identifying
and accounting for embedded derivatives will assist the auditor in understanding the risks to which the entity is exposed.

Using Those With Specialized Skills and Knowledge
in the Audit 3
2.09 A key consideration in audits involving financial instruments, particularly complex financial instruments, is the competence of the auditor. Paragraph .16 of AU-C section 220, Quality Control for an Engagement Conducted in
Accordance With Generally Accepted Auditing Standards (AICPA, Professional
3 When such a person's expertise is in auditing and accounting, regardless of whether the person
is from within, or external to, the firm, this person is considered to be part of the engagement team
and is subject to the requirements of AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). When
such a person's expertise is in a field other than accounting or auditing, such person is considered
to be an auditor's specialist, and the provisions of AU-C section 620, Using the Work of an Auditor's
Specialist (AICPA, Professional Standards), apply. AU-C section 620 explains that distinguishing between specialized areas of accounting or auditing and expertise in another field will be a matter of
professional judgment, but it notes that the distinction may be made between expertise in methods
of accounting for financial instruments (accounting and auditing expertise) and expertise in complex
valuation techniques for financial instruments (expertise in a field other than accounting or auditing).
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Standards), requires the engagement partner to be satisfied that the engagement team and any auditor's specialists who are not part of the engagement
team, collectively, have the appropriate competence and capabilities to perform
the audit engagement in accordance with professional standards and applicable legal and regulatory requirements to enable an auditor's report to be issued
that is appropriate in the circumstances. Further, paragraphs .11–.15 of AU-C
section 220 address the auditor's responsibilities with respect to relevant ethical requirements and acceptance and continuance of client relationships and
audit engagements. Paragraph 2.10 provides examples of the types of matters
that may be relevant to the auditor's considerations in the context of financial
instruments.
2.10 Accordingly, auditing financial instruments may require the involvement of one or more specialists in the areas of, for example

r

r
r
r
r

r

understanding the financial instruments used by the entity and
their characteristics, including their level of complexity. Using
specialized skills and knowledge may be needed in checking
whether all aspects of the financial instrument and related considerations have been captured in the financial statements and in
evaluating whether adequate disclosure in accordance with the
applicable financial reporting framework has been made when
disclosure of risks is required.
understanding the applicable financial reporting framework, especially when areas are known to be subject to differing interpretations, or practice is inconsistent or developing.
understanding the legal, regulatory, and tax implications resulting from the financial instruments, including whether the contracts are enforceable by the entity (for example, reviewing the
underlying contracts), which may require specialized skills and
knowledge.
assessing the risks inherent in a financial instrument.
assisting the engagement team in gathering evidence to evaluate
management's valuations or to develop a point estimate or range,
especially when fair value is determined by a complex model;
when markets are inactive, and data and assumptions are difficult to obtain; when unobservable inputs are used; or when management has used a specialist.
evaluating IT controls, especially in entities with a high volume of
financial instruments. In such entities, IT may be highly complex
(for example, when significant information about those financial
instruments is transmitted, processed, maintained, or accessed
electronically). In addition, it may include relevant services provided by a service organization.

2.11 The nature and use of particular types of financial instruments, the
complexities associated with accounting and auditing requirements, and market conditions may lead to a need for the engagement team to consult4 with
4 Paragraph .20b of AU-C section 220 requires the engagement partner to be satisfied that members of the engagement team have undertaken appropriate consultation during the course of the engagement, both within the engagement team and between the engagement team and others at the
appropriate level within or outside the firm.
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other accounting and audit professionals from within or outside the firm with
relevant technical accounting or auditing expertise and experience, taking into
account factors such as the following:

r
r
r
r

The capabilities and competence of the engagement team, including the experience of the members of the engagement team
The attributes of the financial instruments used by the entity
The identification of unusual circumstances or risks in the engagement, as well as the need for professional judgment, particularly
with respect to materiality and significant risks
Market conditions
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Internal Control
Understanding Internal Control
3.01 AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), establishes requirements for the auditor to understand the entity and
its environment, including its internal control. Obtaining an understanding of
the entity and its environment, including the entity's internal control, is a continuous, dynamic process of gathering, updating, and analyzing information
throughout the audit. The understanding obtained enables the auditor to identify and assess the risks of material misstatement at the financial statement
and assertion levels, thereby providing a basis for designing and implementing
responses to the assessed risks of material misstatement. The volume and variety of the financial instrument transactions of an entity typically determine
the nature and extent of controls that may exist at an entity. An understanding
of how financial instruments are monitored and controlled assists the auditor
in determining the nature, timing, and extent of audit procedures.
3.02 AU-C section 315 requires the auditor to obtain a sufficient understanding of internal control by performing risk assessment procedures to

r
r

evaluate the design of controls relevant to an audit of financial
statements.
determine whether they have been implemented.

The auditor is required to use this knowledge to

r
r
r

identify types of potential misstatements.
consider factors that affect the risks of material misstatement.
design tests of controls, when applicable, and substantive procedures.

3.03 AU-C section 315 explains that the division of internal control into
the following five components, for purposes of generally accepted accounting
standards, provides a useful framework for auditors when considering how different aspects of an entity's internal control may affect the audit:
a. The control environment
b. The entity's risk assessment process
c. The information system
d. Control activities
e. Monitoring of controls
3.04 The division does not necessarily reflect how an entity designs, implements, and maintains internal control or how it may classify any particular
component. Auditors may use different terminology or frameworks to describe
the various aspects of internal control and their effect on the audit other than
those used in this section, provided that all the components described in this
section are addressed.
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3.05 This chapter provides background information and examples of controls that may exist in an entity that deals in a high volume of financial instrument transactions, whether for trading or investing purposes. The examples
are not meant to be exhaustive, and entities may establish different control environments and processes depending on their size, the industry in which they
operate, and the extent of their financial instrument transactions.
3.06 As in any control system, it is sometimes necessary to duplicate controls at different control levels (for example, preventative, detective, and monitoring) to avoid the risk of material misstatement.

The Entity’s Control Environment
Commitment to Competence
3.07 The degree of complexity of some financial instrument activities may
mean that only a few individuals within the entity fully understand those activities or have the expertise necessary to value the instruments on an ongoing
basis. Use of financial instruments without relevant expertise within the entity
increases the risk of material misstatement.

Participation by Those Charged With Governance
3.08 Those charged with governance oversee and concur with management's establishment of the entity's overall risk appetite and provide oversight
over the entity's financial instrument activities. An entity's policies for the purchase, sale, and holding of financial instruments are aligned with its attitude
toward risk and the expertise of those involved in financial instrument activities. In addition, an entity may establish governance structures and control
processes aimed at

r
r

communicating investment decisions and assessments of all material measurement uncertainty to those charged with governance.
evaluating the entity's overall risk appetite when engaging in financial instrument transactions.

Organizational Structure
3.09 Financial instrument activities may be operated on either a centralized or decentralized basis. Such activities and related decision making depend
heavily on the flow of accurate, reliable, and timely management information.
The difficulty of collecting and aggregating such information increases with
the number of locations and businesses in which an entity is involved. The
risks of material misstatement associated with financial instrument activities
may increase with greater decentralization of control activities. This may especially be true when an entity is based in different locations or, perhaps, other
countries.

Assignment of Authority and Responsibility
3.10 Providing direction through clearly stated policies approved by those
charged with governance for the purchase, sale, and holding of financial instruments enables management to establish an effective approach to taking
and managing business risks. These policies are most clear when they state
the entity's objectives with regard to its risk management activities and the
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financial instrument and hedging alternatives available to meet these objectives and when they reflect the following:
a. Level of management's expertise
b. Sophistication of the entity's internal control and monitoring systems
c. Entity's asset and liability structure
d. Entity's capacity to maintain liquidity and absorb losses of capital
e. Types of financial instruments that management believes will meet
its objectives
f. Uses of financial instruments that management believes will meet
its objectives (for example, whether derivatives may be used for
speculative purposes or only for hedging purposes)
3.11 Management may design policies aligned with its valuation capabilities and establish controls to ensure that these policies are adhered to by those
employees responsible for the entity's valuation. These may include
a. processes for the design and validation of methodologies used to
produce valuations, including how measurement uncertainty is addressed.
b. policies regarding maximizing the use of observable inputs and the
types of information to be gathered to support valuations of financial instruments.
3.12 In smaller entities, dealing in financial instruments may be rare, and
management's knowledge and experience may be limited. Nevertheless, establishing policies over financial instruments helps an entity determine its risk
appetite and consider whether investing in particular financial instruments
achieves a stated objective.

Human Resource Policies and Practices
3.13 Entities may establish policies requiring key employees, both sales
function and administrative and support services, to take mandatory time off
from their duties. This type of control is used as a means of preventing and
detecting fraud, in particular if those engaged in trading activities are creating
false trades or inaccurately recording transactions.

Use of Service Organizations
3.14 Entities may also use service organizations (for example, asset managers) to initiate the purchase or sale of financial instruments, maintain records
of transactions for the entity, or value financial instruments. Some entities may
be dependent on these service organizations to provide the basis of reporting
for the financial instruments held. However, if management does not have an
understanding about the controls in place at a service organization, the auditor may not be able to obtain sufficient appropriate audit evidence to rely
on controls at that service organization. AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization (AICPA, Professional
Standards), establishes requirements for the auditor to obtain sufficient appropriate audit evidence when an entity uses the services of one or more service
organizations. Paragraphs 3.40–.54 provide further guidance about the use of
a service organization.
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3.15 The use of service organizations may strengthen or weaken the control environment for financial instruments. For example, a service organization's personnel may have more experience with financial instruments than
the entity's management or more robust internal control over financial reporting. The use of the service organization also may allow for greater segregation
of duties. On the other hand, the service organization may have a poor control
environment.
3.16 Appendix B, "Illustrative Questions About the Entity's Controls Over
Its Financial Instrument Activities," of this guide provides an illustration of
questions that may be helpful to the auditor in obtaining an understanding of
an entity's controls over its financial instrument activities.

The Entity’s Risk Assessment Process
3.17 An entity's risk assessment process exists to establish how management identifies business risks that derive from its use of financial instruments,
including how management estimates the significance of the risks, assesses the
likelihood of their occurrence, and decides upon actions to manage them.
3.18 The entity's risk assessment process forms the basis for how management determines the risks to be managed. Risk assessment processes exist
with the objective of ensuring that management
a. understands the risks inherent in a financial instrument before
they enter into it, including the objective of entering into the transaction and its structure (for example, the economics and business
purpose of the entity's financial instrument activities).
b. performs adequate due diligence commensurate with the risks associated with particular financial instruments.
c. monitors its outstanding positions to understand how market conditions are affecting its exposures.
d. has procedures in place to reduce or change risk exposure if necessary and for managing business risk, which includes the risk of
damaging its reputation.
e. subjects these processes to rigorous supervision and review.
3.19 The structure implemented to monitor and manage exposure to risks
should
a. be appropriate and consistent with the entity's attitude toward risk
as determined by those charged with governance.
b. specify the approval levels for the authorization of different types
of financial instruments and transactions that may be entered into
and for what purposes. The permitted instruments and approval
levels should reflect the expertise of those involved in financial instrument activities, demonstrating management's commitment to
competence.
c. set appropriate limits for the maximum allowable exposure to each
type of risk (including approved counterparties). Levels of allowable
exposure may vary depending on the type of risk or counterparty.
d. provide for the objective and timely monitoring of the financial risks
and control activities.
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e. provide for the objective and timely reporting of exposures, risks,
and the results of financial instrument activities in managing risk.
f. evaluate management's track record for assessing the risks of particular financial instruments.
3.20 The types and levels of risks that an entity faces are directly related
to the types of financial instruments with which it deals, including the complexity of these instruments and the volume of financial instruments transacted.

Risk Management Function
3.21 Some entities (for example, large financial institutions with a high
volume of financial instrument transactions) may be required by law or regulation or may choose to establish a formal risk management function. This
function is separated from those responsible for undertaking and managing financial instrument transactions. The function is responsible for reporting on
and monitoring financial instrument activities and may include a formal risk
committee established by those charged with governance. Examples of key responsibilities in this area may include
a. implementing the risk management policy set by those charged
with governance (including analyses of the risks to which an entity may be exposed).
b. designing risk limit structures and ensuring these risk limits are
implemented in practice.
c. developing stress scenarios and subjecting open position portfolios
to sensitivity analysis, including reviews of unusual movements in
positions.
d. reviewing and analyzing new financial instrument products.
3.22 Financial instruments may have the associated risk that a loss might
exceed the amount, if any, of the value of the financial instrument recognized
on the balance sheet. For example, a sudden fall in the market price of a commodity may force an entity to realize losses to close a forward position in that
commodity due to collateral, or margin, requirements. In some cases, the potential losses may be enough to cast substantial doubt on the entity's ability
to continue as a going concern. The entity may perform sensitivity analyses
or value-at-risk analyses to assess the future hypothetical effects on financial
instruments subject to market risks. However, value-at-risk analysis does not
fully reflect the extent of the risks that may affect the entity; sensitivity and
scenario analyses also may be subject to limitations.
3.23 The volume and sophistication of financial instrument activity and
relevant regulatory requirements will influence the entity's consideration
whether to establish a formal risk management function and how the function may be structured. In entities that have not established a separate risk
management function (for example, entities with relatively few financial instruments or financial instruments that are less complex), reporting on and
monitoring financial instrument activities may be a component of the accounting or finance function's responsibility or management's overall responsibility
and may include a formal risk committee established by those charged with
governance.
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The Entity’s Information System
3.24 The key objective of an entity's information system is that it is capable of capturing and recording all the transactions accurately, settling them,
valuing them, and producing information to enable the financial instruments
to be risk managed and for controls to be monitored. Difficulties can arise in
entities that engage in a high volume of financial instruments, in particular
if a multiplicity of systems are poorly integrated and have manual interfaces
without adequate controls.
3.25 Certain financial instruments may require a large number of accounting entries. As the sophistication or level of the financial instrument activities increases, it is necessary for the sophistication of the information system
to also increase. Specific issues that can arise with respect to financial instruments include
a. information systems, particularly for smaller entities, not having
the capability or being appropriately configured to process financial
instrument transactions, especially when the entity does not have
any prior experience in dealing with financial instruments. This
may result in an increased number of manual transactions that
may further increase the risk of error.
b. the potential diversity of systems required to process more complex
transactions and the need for regular reconciliations between them,
in particular when the systems are not interfaced or may be subject
to manual intervention.
c. the potential that more complex transactions, if they are only
traded by a small number of individuals, may be valued or risk managed on spreadsheets rather than main processing systems and for
the physical and logical password security around those spreadsheets to be more easily compromised.
d. a lack of review of systems exception logs, external confirmations,
and broker quotes, when available, to validate the entries generated
by the systems.
e. difficulties in controlling and evaluating the key inputs to systems
for valuation of financial instruments, particularly when those systems are maintained by the group of traders known as the sales
function or a third-party service provider, or the transactions in
question are nonroutine or thinly traded.
f. failure to evaluate the design and calibration of complex models
used to process these transactions initially and on a periodic basis.
g. the potential that management has not set up a library of models
with controls around access, change, and maintenance of individual
models in order to maintain a strong audit trail of the accredited
versions of models and in order to prevent unauthorized access or
amendments to those models.
h. the disproportionate investment that may be required in risk management and control systems when an entity only undertakes a
limited number of financial instrument transactions and the potential for misunderstanding of the output by management if the
risk management and control systems are not used for these types
of transactions.
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i. the potential requirement for third-party systems providers (for example, from a service organization) to record, process, account for, or
risk manage appropriately financial instrument transactions and
the need to reconcile appropriately and challenge the output from
those providers.
j. additional security and control considerations relevant to the use
of an electronic network when an entity uses electronic commerce
for financial instrument transactions.
3.26 Information systems relevant to financial reporting serve as an important source of information for the quantitative disclosures in the financial
statements. However, entities may also develop and maintain nonfinancial systems used for internal reporting and to generate information included in qualitative disclosures (for example, regarding risks and uncertainties or sensitivity
analyses).

The Entity’s Control Activities
3.27 Control activities over financial instrument transactions are designed to prevent or detect problems that hinder an entity from achieving its
objectives. These objectives may be operational, financial reporting, or compliance in nature. Control activities over financial instruments are designed relative to the complexity and volume of transactions of financial instruments and
will generally include an appropriate authorization process, adequate segregation of duties, and other policies and procedures designed to ensure that the
entity's control objectives are met. Process flow charts may assist in identifying
an entity's controls and lack of controls.

Authorization
3.28 Authorization can affect the financial statement assertions both directly and indirectly. For example, even if a transaction is executed outside an
entity's policies, it nonetheless may be recorded and accounted for accurately.
However, unauthorized transactions could significantly increase risk to the entity, thereby significantly increasing the risk of material misstatement because
they would be undertaken outside the system of internal control. To mitigate
this risk, an entity will often establish a clear policy regarding what transactions can be traded by whom, and adherence to this policy will then be monitored by an entity's administrative and support services. Monitoring trading
activities of individuals (for example, by reviewing unusually high volumes or
significant gains or losses incurred) will assist management in ensuring compliance with the entity's policies, including the authorization of new types of
transactions, and evaluating whether fraud has occurred.
3.29 The function of an entity's deal initiation records is to identify clearly
the nature and purpose of individual transactions and the rights and obligations arising under each financial instrument contract, including the enforceability of the contracts. In addition to the basic financial information, such as
a notional amount, complete and accurate records, at a minimum, typically include the
a. identity of the dealer.
b. identity of the person recording the transaction (if not the dealer),
when the transaction was initiated (including the date and time of
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the transaction), and how it was recorded in the entity's information
systems.
c. nature and purpose of the transaction, including whether it is intended to hedge an underlying commercial exposure.

Segregation of Duties
3.30 Segregation of duties and the assignment of personnel is an important control activity, particularly when exposed to financial instruments. Financial instrument activities may be segregated into a number of functions,
including the following:
a. Executing the transaction (dealing). In entities with a high volume
of financial instrument transactions, this may be done by the sales
function.
b. Initiating cash payments and accepting cash receipts (settlements).
c. Sending out trade confirmations and reconciling the differences between the entity's records and replies from counterparties, if any.
d. Recording correctly all transactions in the accounting records.
e. Monitoring risk limits. In entities with a high volume of financial
instrument transactions, this may be performed by the risk management function.
f. Monitoring positions and valuing financial instruments.
3.31 Many organizations choose to segregate the duties of those investing
in financial instruments, those valuing financial instruments, those settling
financial instruments, and those accounting for the financial instruments.
3.32 When an entity is too small to achieve proper segregation of duties,
the role of management and those charged with governance in monitoring financial instrument activities is of particular importance.
3.33 A feature of some entities' internal control is an independent price
verification (IPV) function. This department is responsible for separately verifying the price of some financial instruments and may use alternative data
sources, methodologies, and assumptions. The IPV provides an objective look
at the pricing that has been developed in another part of the entity.
3.34 Ordinarily, the risk management function establishes policies on valuation and other functions (for example, administrative and support services)
and may be responsible for ensuring adherence to the policy. Entities with a
greater use of financial instruments may perform daily valuations of their financial instrument portfolio and examine the contribution to profit or loss of
individual financial instrument valuations as a test of the reasonableness of
valuations.
3.35 Regular reconciliation of the entity's records to external banks' and
custodians' records enables the entity to ensure transactions are properly
recorded. Appropriate segregation of duties between those transacting the
trades and those reconciling them is important, as is a rigorous process for
reviewing reconciliations and clearing reconciling items.
3.36 Controls may also be established that require traders to identify
whether a complex financial instrument may have unique features (for example, embedded derivatives). In such circumstances, there may be a separate
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function that evaluates complex financial instrument transactions at their initiation (which may be known as a product control group) working in connection
with an accounting policy group to ensure that the transaction is accurately
recorded. Although smaller entities may not have product control groups, an
entity may have a process in place relating to the review of complex financial
instrument contracts at the point of origination in order to ensure that they are
accounted for appropriately in accordance with the applicable financial reporting framework.
3.37 Appendix C, "Examples of Control Objectives, Related Controls, and
Illustrative Tests of Controls for Financial Instruments," of this guide provides
examples of control objectives, related controls, and illustrative tests of controls
for financial instruments.

Monitoring of Controls
3.38 The entity's ongoing monitoring activities are designed to detect and
correct any deficiencies in the effectiveness of controls over transactions for financial instruments and their valuation. It is important that there is adequate
supervision and review of financial instrument activity within the entity, including
a. all controls being subject to review (for example, the monitoring
of operational statistics, such as the number of reconciling items
or the difference between internal pricing and external pricing
sources).
b. the need for robust IT controls and monitoring and validating their
application.
c. the need to ensure that information resulting from different processes and systems is adequately reconciled. For example, there is
little benefit in a valuation process if its output is not reconciled
properly to the general ledger.
3.39 In larger entities, sophisticated computer information systems generally keep track of financial instrument activities and are designed to ensure
that settlements occur when due. More complex computer systems may generate automatic postings to clearing accounts to monitor cash movements, and
controls over processing are put in place with the objective of ensuring that
financial instrument activities are correctly reflected in the entity's records.
Computer systems may be designed to produce exception reports to alert management to situations when financial instruments have not been used within
authorized limits or when transactions undertaken were not within the limits established for the chosen counterparties. However, even a sophisticated
computer system may not ensure the completeness of the recording of financial instrument transactions. Accordingly, management frequently puts additional procedures in place to increase the likelihood that all transactions will
be recorded.

Determining Whether the Service Organization’s Services
Are Part of the User Entity’s Information System
3.40 Entities that engage in financial instrument transactions frequently
outsource tasks related to those transactions to other entities (for example,
broker-dealers, investment advisers, and custodians). AU-C section 402 refers
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to such entities as service organizations and defines a service organization as
an organization or a segment of an organization that provides services to user
entities that are relevant to those user entities' internal control over financial
reporting. A user entity is defined as an entity that uses a service organization
and whose financial statements are being audited. A user auditor is defined as
an auditor who audits and reports on the financial statements of a user entity.
3.41 AU-C section 402 addresses the user auditor's responsibility for obtaining sufficient appropriate audit evidence in an audit of the financial statements of a user entity. Services provided by a service organization are relevant
to an audit of a user entity's financial statements when those services and the
controls over them affect the user entity's information system, including related
business processes relevant to financial reporting. An entity's information system relevant to financial reporting objectives includes the entity's accounting
system and consists of the procedures and records designed and established to

r
r
r
r
r
r

initiate, authorize, record, process, and report entity transactions
(as well as events and conditions) and maintain accountability for
the related assets, liabilities, and equity.
resolve incorrect processing of transactions (for example, automated suspense files and procedures followed to clear suspense
items out on a timely basis).
process and account for system overrides or bypasses to controls.
transfer information from transaction processing systems to the
general ledger.
capture information relevant to financial reporting for events and
conditions other than transactions.
ensure that information required to be disclosed by the applicable financial reporting framework is accumulated, recorded, processed, summarized, and appropriately reported in the financial
statements.

3.42 The following are examples of services provided by a service organization that may be part of a user entity's information system as they relate to
the user entity's financial statement assertions about financial instruments:

r
r
r
r

The initiation of the purchase or sale of equity securities by a service organization acting as investment adviser or manager
The initiation of hedged positions by a service organization acting in a capacity to reduce that entity's risk and performing the
transactions through the entity's information system
The initiation of a settlement for an event, such as a corporate action by an organization providing outsourced administrative services
Services that are ancillary to holding1 an entity's financial instruments, such as
—

collecting dividend and interest income and distributing
that income to the entity

1 Maintaining custody of securities, either in physical or electronic form, is referred to as holding
securities, and performing ancillary services is referred to as servicing securities.
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— receiving notification of corporate actions
— receiving notification of security purchase and sale transactions
— receiving payments from purchasers and disbursing proceeds to sellers for security purchase and sale transactions

r

— maintaining records of financial instrument transactions
for the entity
A pricing service providing fair values of financial instruments
through paper documents for financial statement reporting

An example of a service provided by a service organization that would not be
part of an entity's information system is the processing of financial instrument
transactions by a broker when the entity retains responsibility for authorizing
transactions and maintaining the related accountability.

How the Use of a Service Organization May Affect the User
Auditor’s Procedures
3.43 Use of a service organization's services that are part of a user entity's
information system may affect the nature, timing, and extent of the user auditor's substantive procedures related to financial statement assertions about financial instruments. For example, if supporting documentation, such as derivative contracts or financial instruments' purchase and sales advices, is located
at a service organization, it may be necessary for the user auditor or another
auditor to visit the service organization to inspect the documentation. Also, if
investment advisers, holders of financial instruments, recordkeepers, and other
service organizations electronically transmit, process, maintain, or access significant information about the user entity's financial instruments, it may not
be practicable or possible for the user auditor to obtain an understanding of
the user entity's internal control over financial instruments, assess the risk of
material misstatement for financial statement assertions about financial instruments, and design and perform further audit procedures to address those
risks without identifying controls placed into operation by the service organization or user entity and gathering sufficient appropriate evidence about the
operating effectiveness of those controls.
3.44 The case study in chapter 8, "Case Study of How an Entity's Use
of a Service Organization Affects the Auditor's Considerations in Auditing Financial Instruments," of this guide discusses the effect on the auditor's consideration of the risk of material misstatement of financial statement assertions
about financial instruments if one or more service organizations provides financial instrument services to the entity under a discretionary arrangement.
Those discussions address the following two types of situations:

r

Two separate service organizations. In this situation, one service
organization initiates transactions as an investment adviser, and
a second service organization holds and services the financial instruments. The auditor may corroborate information provided by
the two organizations. For example, the auditor may confirm holdings with the holder of the financial instruments and apply other
substantive procedures to transactions reported by the user entity
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r

based on information provided by the investment adviser. Depending on the facts and circumstances, the auditor also may confirm
transactions or holdings with the investment adviser and review
the reconciliation of differences.
One service organization. In this situation, one service organization initiates transactions as an investment adviser and also holds
and services the financial instruments. All the information available to the auditor is based on one service organization's information. Therefore, the auditor may have to obtain evidence about
the operating effectiveness of the service organization's controls.
The auditor may be unable to obtain an understanding of the user
entity's internal control over financial instrument transactions;
assess the risk of material misstatement for financial statement
assertions about financial instruments; and design and perform
further audit procedures, including substantive audit procedures,
to address those risks without obtaining audit evidence about the
operating effectiveness of relevant service organization controls.
An example of such controls is establishing independent departments that provide the investment advisory services and the holding and servicing of financial instruments, then reconciling the
information about the financial instruments provided by each department.

3.45 If a user entity uses the services of one or more service organizations,
and those services are part of the user entity's information system for financial
instruments, the user auditor may be unable to sufficiently limit audit risk for
the completeness assertion with respect to financial instruments without obtaining audit evidence about the operating effectiveness of controls at the service organizations. Because derivatives transactions may not require an initial
exchange of tangible consideration, they may not be recorded; therefore, testing
reconciliations of information provided by two or more service organizations
may not sufficiently limit audit risk for assertions about the completeness of
derivatives. Accordingly, the auditor may need to perform additional audit procedures at the user entity to address completeness.

Obtaining an Understanding of the Services Provided by a
Service Organization, Including Internal Control
3.46 When auditing the financial statements of an entity that uses a service organization, the user auditor is required to obtain an understanding of
how the entity uses the services of the service organization in the entity's operations, including the following:

r
r
r
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The nature of the services provided by the service organization
and the significance of those services to the user entity, including
their effect on the user entity's internal control
The nature and materiality of the transactions processed or accounts or financial reporting processes affected by the service organization
The degree of interaction between the activities of the service organization and those of the user entity
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The nature of the relationship between the user entity and service
organization, including the relevant contractual terms for the activities undertaken by the service organization2

3.47 The user auditor is required to evaluate the design and implementation of relevant controls at the user entity that relate to the service provided
by a service organization.3 If there is a high degree of interaction between the
user entity and service organization, the user entity may be able to implement
effective controls over the services provided by the service organization, and the
user auditor may not need to obtain information about controls at the service
organization. If the user entity has not implemented effective controls over the
service organization's services, and the transactions processed or accounts or
financial reporting processes affected by the service organization are material
to the user entity's financial statements, the user auditor will need to gain an
understanding of relevant controls at the service organization.
3.48 A user auditor is required to determine whether a sufficient understanding of the nature and significance of the services provided by the service
organization and their effect on the user entity's internal control relevant to the
audit has been obtained to provide a basis for the identification and assessment
of risks of material misstatement.4 If the user auditor is unable to obtain (from
the user entity) a sufficient understanding of the nature and significance of the
services provided by the service organization and its effect on the user entity's
financial statements as they relate to financial instrument transactions, the
user auditor is required to obtain that understanding from one or more of the
following procedures:5
a.
b.
c.

d.

Obtaining and reading a type 1 or type 2 report, if available
Contacting the service organization through the user entity to obtain specific information
Visiting the service organization and performing procedures that
will provide the necessary information about the relevant controls
at the service organization
Using another auditor to perform procedures that will provide the
necessary information about the relevant controls at the service
organization

Using a Type 1 or Type 2 Report
3.49 A service organization may engage a service auditor to examine and
report, under Statement on Standards for Attestation Engagements No. 18,
Attestation Standards: Clarification and Recodification (AICPA, Professional
Standards, AT-C sec. 320), on a service organization's description of its system
and on its controls relevant to user entities' internal control over financial reporting. Such reports are used by user auditors to obtain an understanding of
controls at the service organization that are relevant to user entities' financial
statements and also to assess risk.
2 Paragraph .09 of AU-C section 402, Audit Considerations Relating to an Entity Using a Service
Organization (AICPA, Professional Standards).
3 Paragraph .10 of AU-C section 402.
4

Paragraph .11 of AU-C section 402.

5

Paragraph .12 of AU-C section 402.
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3.50 A service auditor may perform a type 1 or type 2 engagement. Those
engagements and the related practitioner's report are summarized as follows:
a. Report on management's description of a service organization's system and the suitability of the design of controls (referred to in this
section as a type 1 report). A type 1 report comprises the following:
i. Management's description of the service organization's
system
ii. A written assertion by management of the service organization about whether, in all material respects and based
on suitable criteria
(1) management's description of the service organization's system fairly presents the service organization's system that was designed and implemented as of a specified date
(2) the controls related to the control objectives
stated in management's description of the service
organization's system were suitably designed to
achieve those control objectives as of the specified
date
iii. A service auditor's report that expresses an opinion on the
matters in (ii)(1)–(2)
b. Report on management's description of a service organization's system and the suitability of the design and operating effectiveness of
controls (referred to in this section as a type 2 report). A type 2
report comprises the following:
i. Management's description of the service organization's
system
ii. A written assertion by management of the service organization about whether in all material respects and based on
suitable criteria
(1) management's description of the service organization's system fairly presents the service organization's system that was designed and implemented throughout the specified period
(2) the controls related to the control objectives
stated in management's description of the service organization's system were suitably designed
throughout the specified period to achieve those
control objectives
(3) the controls related to the control objectives
stated in management's description of the service organization's system operated effectively
throughout the specified period to achieve those
control objectives
c. A service auditor's report that
i. expresses an opinion on the matters in (ii)(1)–(3)
ii. includes a description of the tests of controls and the results thereof
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3.51 The Guide Service Organizations: Reporting on Controls at a Service
Organization Relevant to User Entities' Internal Control Over Financial Reporting provides detailed information about the nature of these engagements
and the content of the reports.
3.52 If the user auditor plans to use a type 1 or type 2 report as audit
evidence to support the user auditor's understanding about the design and implementation of controls at the service organization, the user auditor should6
a. evaluate whether the type 1 report is as of a date or, in the case
of a type 2 report, is for a period that is appropriate for the user
auditor's purposes.
b. evaluate the sufficiency and appropriateness of the evidence provided by the report for the understanding of the user entity's internal control relevant to the audit.
c. determine whether complementary user entity controls identified
by the service organization are relevant in addressing the risks of
material misstatement relating to the relevant assertions in the
user entity's financial statements and, if so, obtain an understanding of whether the user entity has designed and implemented such
controls.
3.53 As a practical matter, a type 1 or type 2 report is an efficient way
for a user auditor to gain an understanding of the service organization's controls over the services provided by the service organization; obtain information
that will enable the user auditor to assess the risk of material misstatement
for assertions about financial instruments; and, for a type 2 report, determine
whether controls at the service organization are operating effectively.
3.54 If the user auditor is unable to obtain sufficient appropriate audit
evidence regarding the services provided by the service organization relevant
to the user entity's financial statements, the user auditor should modify the
opinion in the auditor's report in accordance with AU-C section 705, Modifications to the Opinion in the Independent Auditor's Report (AICPA, Professional
Standards).7

Understanding the Nature, Role, and Activities of the
Internal Audit Function
3.55 In many large entities, the internal audit function may perform work
that enables senior management and those charged with governance to review
and evaluate the entity's controls relating to the use of financial instruments.
The internal audit function may assist in identifying the risks of material misstatement due to fraud or error. However, the knowledge and skills required of
an internal audit function to understand and perform procedures to provide assurance to management or those charged with governance on the entity's use of
financial instruments are generally quite different from those needed for other
parts of the business. The extent to which the internal audit function has the
knowledge and skills to cover, and has in fact covered, the entity's financial instrument activities, as well as the competence and objectivity of the internal

6
7

Paragraph .14 of AU-C section 402.
Paragraph .20 of AU-C section 402.
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audit function, is a relevant consideration in the external auditor's determination of whether the internal audit function is likely to be relevant to the overall
audit strategy and audit plan.
3.56 Areas where the work of the internal audit function may be particularly relevant are as follows:8

r
r
r
r
r

Developing a general overview of the extent of the use of financial
instruments
Evaluating the appropriateness of policies and procedures and
management's compliance with them
Evaluating the operating effectiveness of financial instrument
control activities
Evaluating systems relevant to financial instrument activities
Assessing whether new risks relating to financial instruments are
identified, assessed, and managed

Understanding Management’s Methodology for Valuing
Financial Instruments
3.57 Management's responsibility for the preparation and fair presentation of the financial statements includes applying the requirements of the applicable financial reporting framework to the valuation of financial instruments.
Paragraph .08c of AU-C section 540, Auditing Accounting Estimates, Including
Fair Value Accounting Estimates, and Related Disclosures (AICPA, Professional
Standards), requires the auditor to obtain an understanding of how management makes accounting estimates and the data on which accounting estimates
are based. Management's approach to valuation also takes into account the selection of an appropriate valuation methodology and the level of the evidence
expected to be available. To meet the objective of a fair value measurement, an
entity develops a valuation methodology to measure the fair value of financial
instruments that considers all relevant market information that is available.
A thorough understanding of the financial instrument being valued allows an
entity to identify and evaluate the relevant market information available about
identical or similar instruments that should be incorporated into the valuation
methodology.

8 Work performed by functions such as the risk management function, model review functions,
and product control may also be relevant.
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Chapter 4

Assessing and Responding to the Risks
of Material Misstatements
Assessing the Risks of Material Misstatement
4.01 The auditor's assessment of the identified risks at the assertion level
in accordance with AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), includes evaluating the design and implementation of internal control. It provides a basis for considering the appropriate audit approach
for designing and performing further audit procedures in accordance with AUC section 330, Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), including both substantive procedures and tests of controls. The approach taken
is influenced by the auditor's understanding of internal control relevant to the
audit, including the strength of the control environment and any risk management function, the size and complexity of the entity's operations, and whether
the auditor's assessment of the risks of material misstatement include an expectation that controls are operating effectively.
4.02 The auditor's assessment of the risk of material misstatement at the
assertion level may change during the course of the audit as additional information is obtained. Remaining alert during the audit (for example, when inspecting records or documents) may assist the auditor in identifying arrangements
or other information that may indicate the existence of financial instruments
that management has not previously identified or disclosed to the auditor. Such
records and documents may include, for example

r
r

minutes of meetings of those charged with governance.
specific invoices from, and correspondence with, the entity's professional advisers.

Overall Considerations Relating to Financial Instruments
4.03 Paragraph .02 of AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), explains that the degree of estimation uncertainty affects the risk of material misstatement of accounting estimates. The use of more
complex financial instruments, such as those that have a high level of uncertainty and variability of future cash flows, may lead to an increased risk of material misstatement, particularly regarding valuation. Other matters affecting
the risk of material misstatement include the

r
r
r

volume of financial instruments to which the entity is exposed.
terms of the financial instrument, including whether the financial
instrument itself includes other financial instruments.
nature of the financial instruments.
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The Use of Assertions
4.04 Assertions used by the auditor to consider the different types of potential misstatements that may occur fall into the following three categories
and may take the following forms:1
a. Assertions about classes of transactions and events for the period
under audit, such as the following:
i. Occurrence. Transactions and events that have been
recorded have occurred and pertain to the entity.
ii. Completeness. All transactions and events that should
have been recorded have been recorded.
iii. Accuracy. Amounts and other data relating to recorded
transactions and events have been recorded appropriately.
iv. Cutoff. Transactions and events have been recorded in the
correct accounting period.
v. Classification. Transactions and events have been
recorded in the proper accounts.
b. Assertions about account balances at period-end, such as the following:
i. Existence. Assets, liabilities, and equity interests exist.
ii. Rights and obligations. The entity holds or controls the
rights to assets, and liabilities are the obligations of the
entity.
iii. Completeness. All assets, liabilities, and equity interests
that should have been recorded have been recorded.
iv. Valuation and allocation. Assets, liabilities, and equity interests are included in the financial statements at appropriate amounts, and any resulting valuation or allocation
adjustments are appropriately recorded.
c. Assertions about presentation and disclosure, such as the following:
i. Occurrence and rights and obligations. Disclosed events,
transactions, and other matters have occurred and pertain
to the entity.
ii. Completeness. All disclosures that should have been included in the financial statements have been included.
iii. Classification and understandability. Financial information is appropriately presented and described, and disclosures are clearly expressed.
iv. Accuracy and valuation. Financial and other information
is disclosed fairly and in appropriate amounts.
4.05 Paragraph .A40 of AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally
Accepted Auditing Standards (AICPA, Professional Standards), states that the
risks of material misstatement at the assertion level consist of two components:
inherent risk and control risk. The following exhibit summarizes the examples
of considerations that might affect the auditor's assessment of the inherent risk
for assertions about financial instruments.
1 Paragraph .A114 of AU-C section 315, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards).
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Exhibit 4-1—Characteristics That Might Affect Inherent Risk
Indications of
Characteristic

Higher Risk

Lower Risk

Related
Assertion

Management's
objective

Financial
instruments used as
hedges

Financial
instruments held
as investments

Rights and
obligations,
valuation, and
presentation
and disclosure

Management's
intent and
ability

Accounting
treatment based on
management's intent
and ability

Accounting
treatment based
on objective
criteria

Valuation and
presentation
and disclosure

Complexity of
financial
instruments

More complex
instrument (for
example, futures
contracts, swaps, or
stock appreciation
rights)

Less complex
instrument (for
example, common
stock traded on an
exchange or U.S
government
agency debt)

Rights and
obligations,
valuation, and
presentation
and disclosure

Collaterized
mortgage obligations
Stock warrants

U.S. Treasury
securities
Common stock

Relationship of
the derivative
to the hedged
item or
underlying
security

Low degree of
correlation

High degree of
correlation

Valuation and
presentation
and disclosure

Exchange of
cash at
inception

No exchange of cash
at inception

Cash exchanged at
inception

Completeness
and
presentation
and disclosure

Freestanding
versus
embedded

Embedded derivative

Freestanding
derivative

Completeness
and
presentation
and disclosure

Credit risk

High counterparty
credit risk
High nonpayment
risk

Low counterparty
credit risk
Low nonpayment
risk

Valuation

Market risk

Volatile values or
interest rates

Stable values or
interest rates

Valuation

(continued)
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Indications of
Characteristic

Higher Risk

Lower Risk

Nature of
security and
related
accounting
principles

Rapidly evolving

Relatively stable

Assumptions
about future
conditions

Significant subjective Relatively few,
assumptions
objective, and
verifiable
assumptions

Related
Assertion
All

All

Fraud Risk Factors 2
4.06 Incentives for fraudulent financial reporting by employees may exist
when compensation arrangements are dependent on returns made from the use
of financial instruments. Understanding how an entity's compensation policies
interact with its risk appetite and the incentives this may create for its management and traders may be important in assessing the risk of fraud.
4.07 Difficult financial market conditions may give rise to increased incentives for management or employees to engage in fraudulent financial reporting
to, for example

r
r
r
r

protect personal bonuses.
hide employee or management fraud or error.
avoid breaching regulatory, liquidity, or borrowing limits.
avoid reporting losses.

For example, at times of market instability, unexpected losses may arise from
extreme fluctuations in market prices, from unanticipated declines in asset
prices, through trading misjudgments, or for other reasons. In addition, financing difficulties create pressures on management concerned about the solvency
of the business.
4.08 Misappropriation of assets and fraudulent financial reporting may
often involve override of controls that otherwise may appear to be operating
effectively. This may include override of controls over data, assumptions, and
detailed process controls that allow losses and theft to be hidden. For example,
difficult market conditions may increase pressure to conceal or offset trades as
management attempts to recover losses.

Factors to Consider in Determining Whether and to What Extent
to Test the Operating Effectiveness of Controls
4.09 An expectation that controls are operating effectively may be more
common when dealing with an entity with well-established controls; therefore,
testing controls may be an effective means of obtaining audit evidence. When
an entity has a trading function, substantive procedures alone may not provide
2 AU-C section 240, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional
Standards), addresses fraud risk factors.
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sufficient appropriate audit evidence due to the volume of contracts and the
different systems used. Tests of controls, however, will not be sufficient on their
own because the auditor is required by paragraph .18 of AU-C section 330 to
design and perform substantive procedures for all relevant assertions related
to each material class of transactions, account balance, and disclosure.
4.10 Entities with a high volume of trading and use of financial instruments may have more sophisticated controls and an effective risk management
function; therefore, the auditor may be more likely to test controls in obtaining
evidence about the following:

r
r

The occurrence, completeness, valuation, accuracy, and cutoff of
the transactions
The existence, rights and obligations, and completeness of account
balances

4.11 In those entities with relatively few financial instrument transactions

r
r
r
r
r

management and those charged with governance may have only
a limited understanding of financial instruments and how they
affect the business.
the entity may only have a few different types of instruments, with
little or no interaction between them.
there is unlikely to be a complex control environment (for example, the controls described in chapter 3, "Internal Control," of this
guide may not be in place at the entity).
management may use pricing information from third-party pricing sources to value their instruments.
controls over the use of pricing information from third-party pricing sources may be less sophisticated.

4.12 When an entity has relatively few transactions involving financial instruments, it may be relatively easy for the auditor to obtain an understanding
of the entity's objectives for using the financial instruments and the characteristics of the instruments. In such circumstances, much of the audit evidence
is likely to be substantive in nature; the auditor may perform the majority of
the audit work at year-end; and third-party confirmations are likely to provide evidence in relation to the completeness, accuracy, and existence of the
transactions.

Responding to the Risks of Material Misstatement
4.13 Paragraph .06 of AU-C section 330 requires the auditor to design
and perform further audit procedures whose nature, timing, and extent are
based on, and responsive to, the assessed risks of material misstatement at
the relevant assertion level. In accordance with paragraph .A10 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), further audit procedures comprise tests of controls and substantive procedures. Chapter 3 of this
guide provides guidance on obtaining an understanding about internal control,
paragraph 4.14 provides guidance on tests of controls, and paragraphs 4.15–.34
provide guidance on substantive procedures. Appendix C, "Examples of Control
Objectives, Related Controls, and Illustrative Tests of Controls for Financial
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Instruments," of this guide provides examples of control objectives, related controls, and illustrative tests of controls for financial instruments.

Tests of Controls
4.14 In reaching a decision on the nature, timing, and extent of testing of
controls, the auditor may consider factors such as the following:

r
r
r
r
r
r
r
r
r
r

The nature, frequency, and volume of financial instrument transactions.
The strength of controls, including whether controls are appropriately designed to respond to the risks associated with an entity's
volume of financial instrument transactions and whether a governance framework over the entity's financial instrument activities
exists.
The importance of particular controls to the overall control objectives and processes in place at the entity, including the sophistication of the information systems to support financial instrument
transactions.
The monitoring of controls and identified deficiencies in control
procedures.
The issues the controls are intended to address (for example, controls related to the exercise of judgments compared with controls
over supporting data). Substantive procedures are likely to be
more effective than relying on controls related to the exercise of
judgment.
The competency of those involved in the control activities (for example whether the entity has adequate capacity, including during
periods of stress, and ability to establish and verify valuations for
the financial instruments to which it is exposed).
The frequency of performance of these control activities.
The level of precision the controls are intended to achieve.
The evidence of performance of control activities.
The timing of key financial instrument transactions (for example,
whether they are close to period-end).

Substantive Procedures
4.15 Designing substantive procedures includes consideration of

r

the use of analytical procedures.3 Although analytical procedures
undertaken by the auditor can be effective as risk assessment
procedures to provide the auditor with information about an entity's business, they may be less effective as substantive procedures when performed alone because the complex interplay of the
drivers of the valuation often mask any unusual trends that might
arise.

3 Paragraph .06b of AU-C section 315 requires the auditor to apply analytical procedures as risk
assessment procedures to assist in assessing the risks of material misstatement in order to provide a
basis for designing and implementing responses to the assessed risks. Paragraph .06 of AU-C section
520, Analytical Procedures (AICPA, Professional Standards), requires the auditor to use analytical
procedures in forming an overall conclusion on the financial statements. Analytical procedures may
also be applied at other stages of the audit.

AAG-AFI 4.14

©2016, AICPA

Assessing and Responding to the Risks of Material Misstatements

r

r
r
r

51

nonroutine transactions. Many financial transactions are negotiated contracts between an entity and its counterparty (often
known as over the counter [OTC]). To the extent that financial instrument transactions are not routine and outside an entity's normal activities, a substantive audit approach may be the most effective means of achieving the planned audit objectives. In instances
when financial instrument transactions are not undertaken routinely, the auditor's responses to assessed risk, including designing and performing audit procedures, take into consideration the
entity's possible lack of experience in this area.
availability of evidence. For example, when the entity uses a thirdparty pricing source, evidence concerning the relevant financial
statement assertions may not be available from the entity.
procedures performed in other audit areas. Procedures performed
in other financial statement areas may provide evidence about the
completeness of financial instrument transactions. These procedures may include tests of subsequent cash receipts and payments
and the search for unrecorded liabilities.
the selection of items for testing. In some cases, the financial instrument portfolio will comprise instruments with varying complexity and risk. In such cases, judgmental selection of items may
be useful.

4.16 For example, in the case of an asset-backed security, in responding to
the risks of material misstatement for such a security, the auditor may consider
performing some of the following audit procedures related to the valuation assertion:

r
r
r
r
r
r

Examining contractual documentation to understand the terms of
the security, the underlying collateral, and the rights of each class
of security holder
Inquiring about management's process of estimating cash flows
Evaluating the reasonableness of assumptions, such as prepayment rates, default rates, and loss reserves
Obtaining an understanding of the method used to determine the
cash flow "waterfall"
Comparing the results of the fair value measurement with the
valuations of other financial instruments with similar underlying
collateral and terms
Reperforming calculations

Timing of the Auditor’s Procedures 4
4.17 After assessing the risks associated with financial instruments, the
engagement team determines the timing of planned tests of controls and substantive audit procedures. The timing of planned audit procedures varies depending on a number of factors, including the frequency of the control operation,
4 Paragraphs .12 and .23–.24 of AU-C section 330, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), establish requirements when the auditor performs procedures at an interim period and explain how such
audit evidence can be used.
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the significance of the activity being controlled, and the related risk of material
misstatement.
4.18 Although the auditor may decide that the most efficient and effective
strategy is to undertake most of the audit procedures in relation to valuation
and presentation close to period-end, audit procedures in relation to other assertions, such as completeness and existence, may be tested at an interim period. For example, tests of controls may be performed at an interim period for
more routine controls, such as IT controls and authorizations for new products.
Also, it may be effective to test the operating effectiveness of controls over new
product approval by gathering evidence at an interim period of the appropriate
level of management sign-off on a new financial instrument.
4.19 Auditors may perform some tests on models as of an interim date
(for example, by comparing the output of the model with market transactions).
Another possible interim procedure for instruments with observable inputs is
to test the reasonableness of the pricing information provided by a third-party
pricing source.
4.20 Areas of more significant judgment are often tested close to, or at,
period-end because

r
r
r
r

valuations can change significantly in a short period of time, making it difficult to compare and reconcile interim balances with comparable information at the balance sheet date.
an entity may engage in an increased volume of financial instrument transactions between an interim period and year-end.
manual journal entries may only be made after the end of the accounting period.
nonroutine or significant transactions may take place late in the
accounting period.

Procedures Relating to Completeness, Accuracy, Existence, Occurrence,
and Rights and Obligations
Inspection
4.21 Traded financial instruments typically are maintained in electronic
form and street name and, accordingly, cannot be inspected. For example, even
though stock certificates are on file at a depository (for example, the Depository
Trust Company), those shares are allocated to broker-dealers, and the issuer
has no record of who owns shares. The broker-dealers send documents such
as proxy statements to stockholders. Confirmation of the security provides evidence about the existence of financial instruments. Evidence about existence
also may be gathered by examining supporting documentation, such as

r
r
r
r
r

instructions to portfolio managers or directed custodians.
transaction confirmations.
agreements.
contracts.
minutes of investment committees.

4.22 If the physical inspection of financial instruments is possible, the
auditor might consider the following:
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The timing of the inspection. Typically, financial instruments
would be inspected at the same time cash and other negotiable
assets (for example, bearer bonds) are counted. If financial instruments, cash, and other negotiable assets cannot be counted at the
same time, the auditor might use other means to prevent the substitution of one type of negotiable asset for another. For example,
bags, boxes, safes, or whole rooms may be sealed and counted at a
later time.
What to look for. The following attributes normally can be observed when inspecting financial instruments:
— The name of the issuer
— The description of the security
— The name of the owner of the security
— Any evidence of pledging or restrictions on disposal
shown on the certificate
— The number of shares of stock or face amount of debt financial instruments

4.23 As previously stated, some financial instruments do not involve an
initial exchange of cash. Also, derivatives may be embedded in agreements and
difficult to identify. Finally, financial instruments may be donated to entities
such as not-for-profit organizations. When inspecting documents such as minutes, agreements, and contracts, the auditor's overriding objective is to identify
financial instruments that may not have been recognized in the accounting
records of the entity.

Conﬁrmations
4.24 Paragraph .A4 of AU-C section 505, External Confirmations (AICPA,
Professional Standards), states that the design of a confirmation request may
directly affect the confirmation response rate and the reliability and nature of
the audit evidence obtained from responses. For example, a custodian would
be able to confirm the existence of financial instruments but may be unable
to confirm their valuation, the entity's rights and obligations with respect to
the financial instruments, or their completeness. Additionally, certain respondents' accounting systems may facilitate the confirmation of single transactions
rather than entire account balances, or respondents may not be able to confirm
the balances of their installment loans, but they may be able to confirm whether
their payments are up to date, the amount of the payment, and the key terms
of their loans. Understanding the entity's arrangements and transactions with
third parties is key to determining the information to be confirmed.
4.25 Paragraph .07b of AU-C section 505 requires the auditor to select the
appropriate confirming party. AU-C section 505 further states that responses to
confirmation requests provide more relevant and reliable audit evidence when
confirmation requests are sent to a confirming party who the auditor believes is
knowledgeable about the information to be confirmed. For example, a financial
institution official who is knowledgeable about the transactions or arrangements for which confirmation is requested may be the most appropriate person
at the financial institution from whom to request confirmation.
4.26 When designing confirmations for financial instruments, auditors
might consider confirming the following attributes, as applicable:
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The name of the issuer
The description of the financial instruments
The name of the owner of the financial instruments or the parties
to the financial instrument
The terms of the financial instrument
Any evidence of pledging or restrictions on disposal
The investment certificate numbers on the documents
The number of shares of stock or face amount of debt securities

4.27 Paragraph .12 of AU-C section 505 states that in the case of each
nonresponse, the auditor should perform alternative audit procedures to obtain
relevant and reliable audit evidence, including the following:

r
r
r

Examining source documents, such as invoices or broker's statements
Inspecting executed agreements
Examining cash receipts, disbursements, and trade confirmations
subsequent to year-end

4.28 When an electronic confirmation process or system is used, the auditor's consideration of the risks includes the consideration of risks that the
electronic confirmation process is not secure or is improperly controlled.5 An
electronic confirmation system or process that creates a secure confirmation
environment may mitigate the risks of interception or alteration. Creating a
secure confirmation environment depends on the process or mechanism used
by the auditor and respondent to minimize the possibility that the results will
be compromised because of interception or alteration of the confirmation. If the
auditor is satisfied that such a system or process is secure and properly controlled, evidence provided by responses received using the system or process
may be considered reliable. Various means might be used to validate the source
of the electronic information. For example, the use of encryption, electronic digital signatures, and procedures to verify website authenticity may improve the
security of the electronic confirmation system or process. If a system or process
that facilitates electronic confirmation between the auditor and respondent is
in place, and the auditor plans to rely on the controls over such a system or
process, an assurance trust services report (for example, Systrust) or another
assurance report on that system or process may assist the auditor in assessing
the design and operating effectiveness of the electronic and manual controls
with respect to that system or process. Such an assurance report may address
the risks described in paragraph .A13 of AU-C section 505. If these risks are
not adequately addressed in such a report, the auditor may perform additional
procedures to address those risks.6 For example, the auditor may determine
that it is appropriate to address such risks by directly contacting the purported
sender (for example, by telephone) to validate the identity of the sender of the
response and to validate that the information received by the auditor corresponds to what was transmitted by the sender.

5
6

Paragraph .A13 of AU-C section 505, External Confirmations (AICPA, Professional Standards).
Paragraph .A15 of AU-C section 505.
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Analytical Procedures
4.29 Analytical procedures are based on relationships between data. The
more predictable the relationships, the more precise the auditor's expectation
of the financial statement account. The value of many financial instruments
can be highly volatile, making valuation assertions about them ill-suited to
testing via analytical procedures. Additionally, the accounting for many financial instruments is based on underlying assumptions that, oftentimes, are quite
subjective. Finally, the accounting for financial instruments may be highly dependent on management's intention. For example, the classification of debt and
equity securities depends on management's ability and intent with regard to
holding those financial instruments. The accounting for derivatives depends on
management's objectives in entering into those financial instruments' transactions.
4.30 For these reasons, performing analytical procedures alone may not
sufficiently reduce audit risk for some assertions about financial instruments.
For example, analytical procedures would not be effective in determining
whether an embedded derivative has been properly recognized in the financial statements or in evaluating the fair value of a financial instrument whose
value fluctuates greatly. However, they may be effective in pointing out unrecorded derivatives, such as interest rate swaps that contractually require no
cash at inception. For example, a difference from an expectation that interest
expense will be a fixed percentage of a note based on the interest provisions of
the underlying agreement may indicate the existence of an interest rate swap
agreement. Also, analytical procedures based on expectations of relationships
between income and assets may provide some evidence about existence and
completeness assertions.
4.31 Analytical procedures may also be effective in corroborating the occurrence of income and expenses and, sometimes, gains and losses associated
with a financial instrument. For example, the absence of a material difference
from an expectation that interest income will be a fixed percentage of a debt
security based on the effective interest rate when the entity purchased the security provides evidence about the existence of the income (and the security).
However, auditors might consider that the income, expenses, gains, and losses
associated with a financial instrument may involve a complex interplay of many
factors. For example, if the fair value of a derivative is derived from the interrelationship of exchange rates, interest rates, rate differentials, or a combination of these, any attempts to develop an expectation of a financial statement
amount may be difficult.
4.32 Many of the auditor's procedures can be used to address a number
of assertions. For example, procedures to address the existence of an account
balance at period-end will also address the occurrence of a class of transactions
and may also assist in establishing proper cut-off because financial instruments
arise from legal contracts, and by verifying the accuracy of the recording of the
transaction, the auditor can also verify its existence and obtain evidence to
support the occurrence and rights and obligations assertions at the same time
and can confirm that transactions are recorded in the correct accounting period.

Other Procedures
4.33 Other procedures that may provide audit evidence to support the
completeness, accuracy, and existence assertions include
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external confirmation of bank accounts, trades, and custodian
statements. This can be done by direct confirmation with the counterparty (including the use of bank confirmations) in which a reply is sent to the auditor directly. Alternatively, this information
may be obtained from the counterparty's systems through a data
feed. When this is done, controls to prevent tampering with the
computer systems through which the information is transmitted
may be considered by the auditor in evaluating the reliability of
the evidence from the confirmation. If confirmations are not received, the auditor may be able to obtain evidence by reviewing
contracts and testing relevant controls. However, external confirmations often do not provide adequate audit evidence with respect
to the valuation assertion, though they may assist in identifying
any side agreements.
reviewing reconciliations of statements or data feeds from custodians with the entity's own records. This may necessitate evaluating
IT controls around and within automated reconciliation processes
and evaluating whether reconciling items are properly understood
and resolved.
reviewing journal entries and the controls over the recording of
such entries. This may assist in, for example,
—

determining if entries have been made by employees
other than those authorized to do so.

—

identifying unusual or inappropriate end-of-period journal entries that may be relevant to fraud risk.

reading individual contracts and reviewing supporting documentation of the entity's financial instrument transactions, including
accounting records, thereby verifying existence and rights and
obligations. For example, an auditor may read individual contracts associated with financial instruments and review supporting documentation, including the accounting entries made when
the contract was initially recorded, and may also subsequently review accounting entries made for valuation purposes. Doing so allows the auditor to evaluate whether the complexities inherent in
a transaction have been fully identified and reflected in the accounts. Legal arrangements and their associated risks need to be
considered by those with suitable expertise to ensure that rights
exist.
performing tests of controls to obtain sufficient appropriate audit
evidence about the operating effectiveness of relevant controls.
reviewing the entity's complaints' management systems. Unrecorded transactions may result in the entity's failure to make
a cash payment to a counterparty and may be detected by reviewing complaints received.
reviewing master netting arrangements to identify unrecorded instruments.

4.34 These procedures are particularly important for some financial instruments, such as derivatives or guarantees, because they may not have a
large initial investment, meaning it may be hard to identify their existence.

AAG-AFI 4.34
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For example, embedded derivatives are often contained in contracts for nonfinancial instruments that may not be included in confirmation procedures.

Dual-Purpose Tests
4.35 Although the purpose of a test of controls is different from the purpose
of a test of details, it may be efficient to perform both at the same time by, for
example

r
r

performing a test of controls and test of details on the same transaction (for example, testing whether a signed contract has been
maintained and whether the details of the financial instrument
have been appropriately captured in a summary sheet).
testing controls when testing management's process of making
valuation estimates.

Additional Considerations About Alternative Investments
4.36 Alternative investments represent investments for which a readily
determinable fair value does not exist. The FASB Accounting Standards Codification (ASC) glossary defines readily determinable fair value as follows:
a. The fair value of an equity security is readily determinable if sales
prices or bid-and-asked quotations are currently available on a securities exchange registered with the U.S. Securities and Exchange
Commission (SEC) or in the over-the-counter market, provided that
those prices or quotations for the over-the-counter market are publicly reported by the National Association of Securities Dealers Automated Quotations systems or by OTC Markets Group Inc. Restricted stock meets that definition if the restriction terminates
within one year.
b. The fair value of an equity security traded only in a foreign market
is readily determinable if that foreign market is of a breadth and
scope comparable to one of the U.S. markets referred to previously.
c. The fair value of an equity security that is an investment in a mutual fund or in a structure similar to a mutual fund (that is, a limited partnership or a venture capital entity) is readily determinable
if the fair value per share (unit) is determined and published and
is the basis for current transactions.
4.37 These alternative investments include investments that are not
listed on national exchanges or OTC markets or for which quoted market prices
are not available from sources such as financial publications, the exchanges,
or NASDAQ. These investments, as discussed in Technical Questions and Answers section 2220.18, "Applicability of Practical Expedient" (AICPA, Technical Questions and Answers), include hedge funds, private equity funds, real estate funds, venture capital funds, commodity funds, offshore fund vehicles, and
funds of funds. Alternative investments may be structured as limited partnerships, limited liability corporations, trusts, or corporations.
4.38 When alternative investments are required to be accounted for at
fair value, the valuation assertion may involve significant judgment by management in the assessment of the estimate of fair value of the investment. The
more complex or illiquid the investment or the lack of sufficient management
processes and records over valuation, the greater the risk of misstatement and
the more persuasive audit evidence needs to be obtained by the auditor.
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4.39 The auditor's understanding of the reliability of the process used by
the investor entity's management to determine estimated fair value is an important element in support of the resulting amounts and, therefore, affects the
nature, timing, and extent of audit procedures. The auditor may test management's fair value estimate as of the balance sheet date by using one or more
of the following approaches. The approach(es) taken may not be the same for
all alternative investments in an investor entity's portfolio because the nature
of the underlying investments and associated risk, as well as the information
available to management and the auditor, likely will be different for each alternative investment. The higher the assessed risk of material misstatement,
the greater the need for the auditor to utilize a combination of the following
approaches:

r

r

r

r
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Confirm the alternative investment. If the auditor determines that
the nature and extent of auditing procedures should include testing the measurement of the investor entity's investment, simply
receiving a confirmation from the alternative investment of the
entity's investments in financial instruments, either in aggregate
or on a security-by-security basis, does not, in and of itself, constitute sufficient appropriate audit evidence in addressing the valuation assertion. The extent of the additional audit procedures is
directly related to the assessed risk of material misstatement of
the financial statements.
Review and test the investor entity's significant assumptions and
the underlying data in its valuation or analysis of the assumptions
and data obtained from the fund manager. A confirmation on a
security-by-security basis may provide support of the data used
by the investor's management in its valuation process. In drafting
a confirmation, the auditor may consider requesting a description
of each investment, ownership percentage or shares owned, and
estimated fair value. If detailed information is not available, the
auditor may look to the other data that management used in its
valuation and perform tests on such data. The nature of the tests
depends on the types of data used by management and the auditor's assessment of the risk of material misstatement of the financial statements.
Reconcile to audited financial statements as of the same date. If
audited financial statements of the alternative investment are
available as of the date of the investor entity's year-end, and the
alternative investment follows fair value accounting, the audited
financial statements and an accompanying auditor's report may
provide significant audit evidence regarding the valuation of the
investment. However, the investor entity and fund often have different fiscal year-ends. In lower- or moderate-risk situations, the
auditor might be able to obtain the fund's audited financial statements as of the fund's fiscal year-end and perform (or arrange to
have the fund's auditor perform) additional procedures to test the
transactions and changes in fair value between the fund's fiscal
year-end and the investor's fiscal year-end.
Review transactions at or near the balance sheet date. Evidence
of an actual transaction, such as an investment in, or liquidation of, a portion of its alternative investment as of a date close to
the investor entity's fiscal year-end, may provide information for
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management to support the valuation of the alternative investment. The auditor may consider how often settlements occur and
the terms used to determine the value of the settlement. Issues
to consider include whether the process used for the settlement is
the same process used for financial reporting; whether there are
holdbacks or potential true-ups subsequent to the balance sheet
date; and the possibility that the parties to the transactions were
not both willing buyers and sellers, such as in a distress sale.
4.40 If management estimates the fair value of a significant portion of its
alternative investments as of an interim date, management will need a robust
process and strong internal control over the roll-forward period to the balance
sheet date. Because the valuation assertion embedded in the financial statements is as of the balance sheet date, management needs to have the ability to
obtain sufficient information to record the investments at estimated fair value
as of the balance sheet date, including changes in the estimated fair value during the roll-forward period. In this situation, the auditor may test both the estimation process as of the interim date and the roll-forward process.
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Chapter 5

Valuation of Financial Instruments
Financial Reporting Requirements
Update 5-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification (ASC) 960,
Plan Accounting—Defined Benefit Pension Plans, through FASB ASC 965 on
plan accounting), FASB ASU No. 2016-01, Plan Accounting—Health and Welfare Benefit Plans, is effective for fiscal years beginning after December 15,
2018, and interim periods within fiscal years beginning after December 15,
2019. Early application is permitted for all other entities as of the fiscal years
beginning after December 15, 2017, including interim periods within those
fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive income the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
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Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

5.01 Fair presentation financial reporting frameworks often use fair value
hierarchies (for example, those used in accounting principles generally accepted
in the United States of America and International Financial Reporting Standards). This usually means that the volume and detail of the required disclosures increases as the level of measurement uncertainty increases. The distinction between the levels in the hierarchy may require judgment.1
5.02 The auditor may find it useful to obtain an understanding of how
the financial instruments relate to the fair value hierarchy. Ordinarily, the risk
of material misstatement and the level of audit procedures to be applied increases as the level of measurement uncertainty increases. The use of level 3
and some level 2 inputs from the fair value hierarchy may be a useful guide to
the level of measurement uncertainty. Level 2 inputs vary from those that are
easily obtained to those that are closer to level 3 inputs. The auditor evaluates
available evidence and understands both the fair value hierarchy and the risk
of management bias in management's categorization of financial instruments
in the fair value hierarchy.
5.03 In accordance with paragraph .08c of AU-C section 540, Auditing
Accounting Estimates, Including Fair Value Accounting Estimates, and Related
Disclosures (AICPA, Professional Standards), the auditor is required to obtain
an understanding of how management makes the accounting estimates and
the data on which they are based, which includes the entity's valuation policies
and methodology for data and assumptions used in the valuation methodology.
In many cases, the applicable financial reporting framework does not prescribe
the specific valuation methodology. When this is the case, matters that may be
relevant to the auditor's understanding of how management values financial
instruments include, for example

r
r
r
r
r

whether management has a formal valuation policy and, if so,
whether the valuation technique used for a financial instrument
is appropriately documented in accordance with that policy.
which models may give rise to the greatest risk of material misstatement.
how management considered the complexity of the valuation of
the financial instrument when selecting a particular valuation
technique.
whether there is a greater risk of material misstatement because
management has internally developed a model to be used to value
financial instruments or is departing from a valuation technique
commonly used to value the particular financial instrument.
whether management made use of a third-party pricing source.

1 Paragraph 1.26 of this guide describes the classification of the different levels (level 1, level 2,
and level 3 inputs).
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whether those involved in developing and applying the valuation
technique have the appropriate skills and expertise to do so, including whether management's specialist has been used.
whether there are indicators of management bias in selecting the
valuation technique to be used.

Assessing the Risk of Material Misstatement
Related to Valuation
5.04 When evaluating whether the valuation techniques used by an entity are appropriate in the circumstances and whether controls over valuation
techniques are in place, the factors considered by the auditor may include

r
r
r
r
r
r
r

r

whether the valuation techniques are commonly used by other
market participants and have been previously demonstrated to
provide a reliable estimate of prices obtained from market transactions.
whether the valuation techniques operate as intended, and there
are no flaws in their design, particularly under extreme conditions, and whether they have been objectively validated. Indicators of flaws include inconsistent movements relative to benchmarks.
whether the valuation techniques take into account the risks inherent in the financial instrument being valued, including counterparty creditworthiness, and own credit risk in the case of valuation techniques used to measure financial liabilities.
how the valuation techniques are calibrated to the market, including the sensitivity of the valuation techniques to changes in variables.
whether market variables and assumptions are used consistently
and whether new conditions justify a change in the valuation techniques, market variables, or assumptions used.
whether sensitivity analyses indicate that valuations would
change significantly with only small or moderate changes in assumptions.
the organizational structure, such as the existence of an internal
department responsible for developing models to value certain instruments, particularly when level 3 inputs are involved. For example, a model development function that is involved in assisting
in pricing deals is less objective than one that is functionally and
organizationally segregated from the sales function.
the competence and objectivity of those responsible for the development and application of the valuation techniques, including management's relative experience with particular models that
may be newly developed.

The auditor (or auditor's specialist) may also independently develop one or more
valuation techniques to compare his or her output with that of the valuation
techniques used by management.
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Signiﬁcant Risks
5.05 The auditor's risk assessment process may lead the auditor to identify
one or more significant risks relating to the valuation of financial instruments
when any of the following circumstances exist:

r
r
r
r
r

High measurement uncertainty related to the valuation of financial instruments (for example, those with unobservable inputs)2
Lack of sufficient evidence to support management's valuation of
its financial instruments
Lack of management understanding of its financial instruments
or expertise necessary to value such instruments properly, including the ability to determine whether valuation adjustments are
needed
Lack of management understanding of complex requirements in
the applicable financial reporting framework relating to measurement and disclosure of financial instruments and the inability of
management to make the judgments required to properly apply
those requirements
The significance of valuation adjustments made to valuation technique outputs when the applicable financial reporting framework
requires or permits such adjustments.

5.06 For accounting estimates that give rise to significant risks, in addition to other substantive procedures performed to meet the requirements of
AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards),
paragraph .15a–c of AU-C section 540 requires the auditor to evaluate the following:

r
r
r

How management has considered alternative assumptions or outcomes and why it has rejected them or how management has
otherwise addressed measurement uncertainty in making the accounting estimate
Whether the significant assumptions used by management are
reasonable
When relevant to the reasonableness of the significant assumptions used by management or the appropriate application of the
applicable financial reporting framework, management's intent to
carry out specific courses of action and its ability to do so

5.07 As markets become inactive, the change in circumstances may lead
to a move from valuation by market price to valuation by model or may result in a change from one particular model to another. Reacting to changes in
market conditions may be difficult if management does not have policies in
place prior to their occurrence. Management may also not possess the expertise necessary to develop a model on an urgent basis or select the valuation
2 When the auditor determines that the high estimation uncertainty related to the valuation of
complex financial instruments gives rise to a significant risk, AU-C section 540, Auditing Accounting
Estimates, Including Fair Value Accounting Estimates, and Related Disclosures (AICPA, Professional
Standards), requires the auditor to perform substantive procedures and evaluate the adequacy of the
disclosure of his or her estimation uncertainty. See paragraphs .11, .15, and .20 of AU-C section 540.
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technique that may be appropriate in the circumstances. Even when valuation techniques have been consistently used, a need exists for management to
examine the continuing appropriateness of the valuation techniques and assumptions used for determining valuation of financial instruments. Further,
valuation techniques may have been selected in times when reasonable market information was available, but that information may not provide reasonable
valuations in times of unanticipated stress.
5.08 The susceptibility to management bias, whether intentional or unintentional, increases with the subjectivity of the valuation and the degree of
measurement uncertainty. For example, management may tend to ignore observable marketplace assumptions or data and instead use its own internallydeveloped assumptions if those assumptions yield more favorable results. Even
without fraudulent intent, there may be a natural temptation to bias judgments
toward the most favorable end of what may be a wide spectrum rather than the
point in the spectrum that might be considered to be most consistent with the
applicable financial reporting framework. Changing the valuation technique
from period to period without a clear and an appropriate reason for doing so
may also be an indicator of management bias. Although some form of management bias is inherent in subjective decisions relating to the valuation of
financial instruments, when there is intention to mislead, management bias is
fraudulent in nature.

Developing an Audit Approach
5.09 In testing how management values the financial instrument and in
responding to the assessed risks of material misstatement in accordance with
paragraphs .12–.14 of AU-C section 540, the auditor undertakes one or more of
the following procedures, taking account of the nature of the accounting estimates:

r
r
r
r

Test how management made the accounting estimate and the data
on which it is based (including valuation techniques used by the
entity in its valuations).
Test the operating effectiveness of the controls over how management made the accounting estimate, together with appropriate
substantive procedures.
Develop a point estimate or range to evaluate management's point
estimate.
Determine whether events occurring up to the date of the auditor's
report provide audit evidence regarding the accounting estimate.

Many auditors find that a combination of testing how management valued the
financial instrument and the data on which it is based and testing the operating effectiveness of controls will be an effective and efficient audit approach.
Although subsequent events may provide some evidence about the valuation of
financial instruments, other factors may need to be taken into account to address any changes in market conditions subsequent to the balance sheet date.3
If the auditor is unable to test how management made the estimate, the auditor
may choose to develop a point estimate or range.
3 Paragraphs .A64–.A67 of AU-C section 540 provide examples of some of the factors that may
be relevant.
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5.10 As described in chapter 1, "Gaining an Understanding About Financial Instruments," of this guide, to estimate the fair value of financial instruments, management may

r
r
r

utilize information from third-party pricing sources.
gather data to develop its own estimate using various techniques,
including models.
engage a specialist to develop an estimate.

Management often may use a combination of these approaches. For example,
management may have its own pricing process but use third-party pricing
sources to corroborate its own values.

Audit Considerations When Management Uses
a Third-Party Pricing Source
5.11 Management may make use of a third-party pricing source, such as a
pricing service or broker, in valuing the entity's financial instruments. Understanding how management uses the information and how the pricing service
operates assists the auditor in determining the nature and extent of audit procedures needed.
5.12 AU-C section 500, Audit Evidence (AICPA, Professional Standards),
explains that when information to be used as audit evidence has been prepared
using the work of management's specialist, the requirement with respect to
management's specialist in paragraph .08 of AU-C section 500 applies. For example, an individual or organization may possess expertise in the application of
models to estimate the fair value of securities for which no observable market
exists. If the individual or organization applies that expertise in making an estimate that the entity uses in preparing its financial statements, the individual
or organization is a management's specialist, and paragraph .08 of AU-C section 500 applies. If, on the other hand, that individual or organization merely
provides price data regarding private transactions not otherwise available to
the entity that the entity uses in its own estimation methods, such information,
if used as audit evidence, is subject to paragraph .07 of AU-C section 500, but
it is not the use of management's specialist by the entity.4
5.13 The following matters may be relevant when management uses a
third-party pricing source:

r

r

4

The type of third-party pricing source. Some third-party pricing
sources make more information available about their process. For
example, a pricing service often provides information about its
methodology, assumptions, and data in valuing financial instruments at the asset class level. By contrast, brokers often provide
no, or only limited, information about the inputs and assumptions
used in developing the quote.
The nature of inputs used and the complexity of the valuation technique. The reliability of prices from third-party pricing sources
varies depending on the observability of inputs (and, accordingly,
the level of inputs in the fair value hierarchy) and the complexity
of the methodology for valuing a specific security or asset class. For

See paragraph .A36 of AU-C section 500, Audit Evidence (AICPA, Professional Standards).
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r

r
r

example, the reliability of a price for an equity investment actively
traded in a liquid market is higher than that of a corporate bond
traded in a liquid market that has not traded on the measurement
date, which, in turn, is more reliable than that of an asset-backed
security that is valued using a discounted cash flow model.
The reputation and experience of the third-party pricing source.
For example, a third-party pricing source may be experienced in
a certain type of financial instrument and be recognized as such
but may not be similarly experienced in other types of financial
instruments. The auditor's past experience with the third-party
pricing source may also be relevant in this regard.
The objectivity of the third-party pricing source. For example, if a
price obtained by management comes from a counterparty, such
as the broker who sold the financial instrument to the entity, or
an entity with a close relationship with the entity being audited,
the price may not be reliable.
The entity's controls over the use of third-party pricing sources. The
degree to which management has controls in place to assess the
reliability of information from third-party pricing sources affects
the reliability of the fair value measurement. For example, management may have controls in place to
— review and approve the use of the third-party pricing
source, including consideration of the reputation, experience, and objectivity of the third-party pricing source.

r

— determine the completeness, relevance, and accuracy of
the prices and pricing-related data.
The third-party pricing source's controls. The controls and processes over valuations for the asset classes are of interest to the
auditor. For example, a third-party pricing source may have strong
controls around how prices are developed. In addition, the thirdparty pricing source may include the use of a formalized process
for customers, both buy and sell side, to challenge the prices received from the pricing service when supported by appropriate evidence. This enables the third-party pricing source to constantly
correct prices to more fully reflect the information available to
market participants.

5.14 Possible approaches to gathering evidence regarding information
from third-party pricing sources may include the following:

r
r
r
r

For level 1 inputs, comparing the information from third-party
pricing sources with observable market prices
Reviewing disclosures provided by third-party pricing sources
about their controls and processes, valuation techniques, inputs,
and assumptions
Testing the controls that management has in place to assess the
reliability of information from third-party pricing sources
Performing procedures at the third-party pricing source to understand and test the controls and processes, valuation techniques,
inputs, and assumptions used for asset classes or specific financial instruments of interest
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Evaluating whether the prices obtained from third-party pricing
sources are reasonable in relation to prices from other third-party
pricing sources, the entity's estimate, or the auditor's own estimate
Evaluating the reasonableness of valuation techniques, inputs,
and assumptions
Developing a point estimate or range for some financial instruments priced by the third-party pricing source and evaluating
whether the results are within a reasonable range of each other
Obtaining a service auditor's report that covers the controls over
validation of the prices5

5.15 Obtaining prices from multiple third-party pricing sources may also
provide useful information about measurement uncertainty. A wide range of
prices may indicate higher measurement uncertainty and suggest that the financial instrument is sensitive to small changes in data and assumptions. A
narrow range may indicate lower measurement uncertainty and suggest less
sensitivity to changes in data and assumptions. Although obtaining prices from
multiple sources may be useful, when considering financial instruments that
have inputs categorized at levels 2 or 3 of the fair value hierarchy, in particular,
obtaining prices from multiple sources may not provide sufficient appropriate
audit evidence on its own because

r
r

what appear to be multiple sources of pricing information may be
utilizing the same underlying pricing source.
understanding the inputs used by the third-party pricing source
in determining the price may be necessary in order to categorize
the financial instrument in the fair value hierarchy.

5.16 In some situations, the auditor may be unable to gain an understanding of the process used to generate the price, including any controls over the
process of how reliably the price is determined, or may not have access to the
model, including the assumptions and other inputs used. In such cases, the auditor may decide to undertake to develop a point estimate or range to evaluate
management's point estimate in responding to the assessed risk.

Audit Considerations When Management Estimates
Fair Values Using a Model
5.17 Paragraph .13b of AU-C section 540 requires the auditor, if testing
management's process of making the accounting estimate, to evaluate whether
the method of measurement used is appropriate in the circumstances and the
assumptions used by management are reasonable in light of the measurement
objectives of the applicable financial reporting framework and whether the data
on which the estimate is based is sufficiently reliable for the auditor's purposes.

5 Some pricing services may provide reports for users of its data to explain their controls over
pricing data (that is, a report prepared in accordance with Statement on Standards for Attestation Engagements No. 16, Reporting on Controls at a Service Organization [AICPA, Professional Standards,
AT sec. 801]). Management may request, and the auditor may consider obtaining, such a report to
develop an understanding of how the pricing data is prepared and to evaluate whether the controls at
the pricing service can be relied upon. See paragraphs 3.48–.53 of this guide for additional guidance.
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5.18 Whether management has used a third-party pricing source or is
undertaking its own valuation, models are often used to value financial instruments, particularly when using inputs at levels 2 and 3 of the fair value hierarchy. In determining the nature, timing, and extent of audit procedures on
models, the auditor may consider the methodology, assumptions, and data used
in the model. When considering more complex financial instruments, such as
those using level 3 inputs, testing all three may be a useful source of audit evidence. However, when the model is both simple and generally accepted, such
as some bond price calculations, audit evidence obtained from focusing on the
assumptions and data used in the model may be a more useful source of evidence.
5.19 Testing a model can be accomplished by the following two main approaches:

r
r

The auditor can test management's model by considering the appropriateness of the model used by management, the reasonableness of the assumptions and data used, and the mathematical accuracy.
The auditor can develop his or her own estimate and then compare
the auditor's valuation with that of the entity.

5.20 When valuation of financial instruments is based on unobservable
inputs (that is, level 3 inputs), matters the auditor may consider include, for
example, how management supports the following:

r
r
r
r
r
r

The identification and characteristics of marketplace participants
relevant to the financial instrument
How unobservable inputs are determined on initial recognition
Modifications the auditor has made to his or her own assumptions
to reflect the auditor's view of assumptions that marketplace participants would use
Whether he or she has incorporated the best input information
available in the circumstances
When applicable, how his or her assumptions take account of comparable transactions
Sensitivity analysis of models when unobservable inputs are used
and whether adjustments have been made to address measurement uncertainty

5.21 In addition, the auditor's industry knowledge, knowledge of market
trends, and understanding of other entities' valuations (giving consideration to
confidentiality) and other relevant price indicators informs the auditor's testing of the valuations and the consideration of whether the valuations appear
reasonable overall. If the valuations appear to be consistently overly aggressive
or conservative, this may be an indicator of possible management bias.
5.22 When there is a lack of observable external evidence, it is particularly important that those charged with governance have been appropriately
engaged to understand the subjectivity of management's valuations and the
evidence that has been obtained to support these valuations. In such cases,
it may be necessary for the auditor to evaluate whether there has been a thorough review and consideration of the issues, including any documentation, at all
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appropriate management levels within the entity, including with those charged
with governance.
5.23 When markets become inactive or dislocated or inputs are unobservable, management's valuations may be more judgmental and less verifiable and,
as result, less reliable. In such circumstances, the auditor may test the model
by a combination of testing controls operated by the entity, evaluating the design and operation of the model, testing the assumptions and data used in the
model, and comparing its output to a point estimate or range developed by the
auditor or to other third-party valuation techniques.6
5.24 It is likely that in testing the inputs used in an entity's valuation
methodology7 (for example, when such inputs are categorized in the fair value
hierarchy), the auditor will also be obtaining evidence to support the disclosures required by the applicable financial reporting framework. For example,
the auditor's substantive procedures to evaluate whether the inputs used in an
entity's valuation technique (that is, level 1, level 2, and level 3 inputs) are appropriate and tests of an entity's sensitivity analysis, if any, will be relevant to
the auditor's evaluation of whether the disclosures achieve fair presentation.

Evaluating Whether the Assumptions Used
by Management Are Reasonable
5.25 An assumption used in a model may be deemed to be significant if a
reasonable variation in the assumption would materially affect the measurement of the financial instrument.8 Management may have considered alternative assumptions or outcomes by performing a sensitivity analysis. The extent
of subjectivity associated with assumptions influences the degree of measurement uncertainty and may lead the auditor to conclude that a significant risk
exits (for example, in the case of level 3 inputs).
5.26 For items valued by the entity using a valuation model, the auditor does not function as an appraiser. Rather, the auditor reviews the model
and evaluates whether the assumptions used are reasonable, and the model
is appropriate, considering the entity's circumstances. For example, it may be
inappropriate to use discounted cash flows for valuing an equity investment in
a start-up enterprise if no current revenues exist on which to base the forecast
of future earnings or cash flows.
5.27 Audit procedures to test the assumptions used by management, including those used as inputs to models, may include evaluating whether

r

and, if so, how management has incorporated market inputs into
the development of assumptions because it is generally preferable
to seek to maximize the use of relevant observable inputs and minimize unobservable inputs.

6 Paragraph .13d of AU-C section 540 describes requirements when the auditor develops a range
to evaluate management's point estimate. Valuation techniques developed by third parties and used
by the auditor may, in some circumstances, be considered the work of an auditor's specialist and
subject to the requirements in AU-C section 620, Using the Work of an Auditor's Specialist (AICPA,
Professional Standards).
7 See, for example, paragraph .15 of AU-C section 540 for requirements relative to the auditor's
evaluation of management's assumption regarding significant risks.
8 See paragraph .A113 of AU-C section 540.
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the assumptions are consistent with observable market conditions
and the characteristics of the financial asset or liability.
the sources of market-participant assumptions are relevant and
reliable and how management has selected the assumptions to
use when a number of different marketplace assumptions exist.
sensitivity analyses indicate that valuations would change significantly with only small or moderate changes in assumptions.

See paragraphs .A78–.A84 of AU-C section 540 for further considerations relative to evaluating the assumptions used by management.
5.28 The auditor's consideration of judgments about the future is based on
information available at the time at which the judgment is made. Subsequent
events may result in outcomes that are inconsistent with judgments that were
reasonable at the time they were made.
5.29 Audit procedures dealing with management's assumptions are performed in the context of the audit of the entity's financial statements. The objective of the audit procedures is, therefore, not intended to obtain sufficient appropriate audit evidence to provide an opinion on the assumptions themselves.
Rather, the auditor performs procedures to evaluate whether the assumptions
provide a reasonable basis for measuring fair values in the context of an audit
of the financial statements as a whole.
5.30 Identifying those assumptions that appear to be significant to the
fair value measurement requires the exercise of judgment by management. The
auditor focuses attention on the significant assumptions that management has
identified. Generally, significant assumptions cover matters that materially affect the fair value measurement and may include those that are

r
r

sensitive to variation or uncertainty in amount or nature. (For example, assumptions about short-term interest rates may be less
susceptible to significant variation compared with assumptions
about long-term interest rates.)
susceptible to misapplication or bias.

5.31 The auditor may consider the sensitivity of the valuation to changes
in significant assumptions, including market conditions that may affect the
value. When applicable, the auditor may encourage management to use techniques such as sensitivity analysis to help identify particularly sensitive assumptions. If management has not identified particularly sensitive assumptions, the auditor considers whether to employ techniques to identify those assumptions.
5.32 The evaluation of whether the assumptions provide a reasonable basis for the fair value measurements relates to the whole set of assumptions, as
well as each assumption individually. Assumptions are frequently interdependent and, therefore, need to be internally consistent. A particular assumption
that may appear reasonable when taken in isolation may not be reasonable
when used in conjunction with other assumptions. The auditor is required to
obtain an understanding of how management makes the accounting estimates
and the data on which they are based.9

9

Paragraph .08c of AU-C section 540.
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Investments Reported Based on an Investee’s
Financial Results
5.33 Investments accounted for under the equity method of accounting constitute components for purposes of AU-C section 600, Special
Considerations—Audits of Group Financial Statements (Including the Work of
Component Auditors) (AICPA, Professional Standards). Thus, financial statements that include investments accounted for under the equity method are
considered group financial statements, and AU-C section 600 applies to investments accounted for under the equity method of accounting. The auditor of the
group financial statements (that is, the financial statements of the investor) is
required to obtain an understanding of the component auditor (that is, the auditor of the equity investee) and decide whether to make reference to the audit
of the equity investee in the auditor's report on the group financial statements.
5.34 When the auditor of the group financial statements has performed
the procedures required by AU-C section 600 necessary for determining
whether to make reference and has determined to make reference to the audit of the equity investee in the auditor's report on the group financial statements, obtaining and reading the audited financial statements of the equity
investee may constitute sufficient appropriate evidence relative to the equity
investment. If, in the auditor's judgment, additional audit evidence is needed,
examples of procedures the auditor may perform include, but are not limited
to, reviewing information in the investor's files that relates to the investee,
such as investee minutes, budgets, and cash flows' information, and making
inquiries of investor management about the investee's financial results. The
auditor may conclude that additional audit evidence is needed because of, for
example, significant differences in fiscal year-ends, significant differences in
accounting principles, changes in ownership, or changes in conditions affecting
the use of the equity method.
5.35 When a time lag in reporting between the date of the financial statements of the investor and that of the investee exists, the requirement in paragraph .38 of AU-C section 600 for the group engagement team to evaluate
whether appropriate adjustments have been made to the financial statements
is applicable. The effect of the time lag may be material (for example, because
the time lag is not consistent with the prior period in comparative statements
or because a significant transaction occurred during the time lag). If a change
in time lag occurs that has a material effect on the investor's financial statements, the auditor should consider the consistency of the financial statements
for the periods presented, in accordance with AU-C section 708, Consistency of
Financial Statements (AICPA, Professional Standards), because of the change
in reporting period.
5.36 When the carrying amount of the investment in the investor's financial statements is based on the investee's financial results and also reflects
factors that are not recognized in the investee's financial statements (for example, goodwill) or fair values of assets that are materially different from the
investee's carrying amounts (for example, appreciated land), additional procedures may be necessary to obtain sufficient appropriate audit evidence in support of those amounts.
5.37 AU-C section 600 also addresses the responsibilities of the auditor of
the group financial statements regarding
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the appropriateness, completeness, and accuracy of the elimination of unrealized profits and losses on transactions between the
entity and investee that is required when the equity method of accounting is used to account for an investment under the applicable
financial reporting framework.
the adequacy of disclosures about material related-party transactions.
subsequent events and transactions of the investee occurring after
the date of the investee's financial statements but before the date
of the investor auditor's report that may require adjustment to,
or disclosure in, the investor financial statements. Procedures to
identify subsequent events and transactions that are material to
the investor's financial statements may include reading available
interim financial statements of the investee and making appropriate inquiries of the investor.

5.38 If the auditor of the group financial statements decides not to make
reference to the audit of the equity investee, and the equity investment constitutes a significant component due to individual financial significance, the
auditor of the group financial statements is required by paragraph .52 of AU-C
section 600 to perform, or request a component auditor to perform on the group
engagement team's behalf, an audit of the financial statements of the equity investee, adapted as necessary to meet the needs of the group engagement team,
using component materiality. If the equity investment constitutes a significant
component due to significant risk of material misstatement, the auditor of the
group financial statements is required by paragraph .53 of AU-C section 600 to
perform, or request a component auditor to perform on the group engagement
team's behalf, an audit of the financial information of the component; an audit
of one or more account balances, classes of transactions, or disclosures relating
to the likely significant risks of material misstatement of the group financial
statements; or specified audit procedures relating to the likely significant risks
of material misstatement of the group financial statements.
5.39 When the equity investment does not constitute a significant component, AU-C section 600 requires the group engagement team to perform analytical procedures at the group level. Obtaining and reading the financial statements of the investee and the accompanying audit report provides additional
evidence on which to base the group audit opinion.
5.40 Paragraphs 6.19–.21 of this guide address the situations when the
auditor is unable to obtain sufficient appropriate audit evidence to test investments reported based on investee's financial results.

Impairment Losses
5.41 Regardless of the valuation method used (including those investments reported based on an investee's financial results), applicable financial
reporting frameworks may require recognizing in earnings an impairment loss
for a decline in fair value that is other than temporary. Determining whether
losses are other than temporary often involves estimating the outcome of future events. Accordingly, judgment is required in determining whether factors
exist that indicate that an impairment loss has been incurred at the end of the
reporting period. These judgments are based on subjective, as well as objective,
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factors, including knowledge and experience about past and current events and
assumptions about future events. The following are examples of such factors:

r

r
r
r
r

Fair value is significantly below cost, and
—

the decline is attributable to adverse conditions specifically related to the security or conditions in an industry
or a geographic area.

—

the decline has existed for an extended period of time.

—

management does not possess both the intent and ability
to hold the security for a period of time sufficient to allow
for any anticipated recovery in fair value.

The security has been downgraded by a rating agency.
The financial condition of the issuer or counterparty has deteriorated.
Dividends have been reduced or eliminated, or scheduled interest
payments have not been made.
The entity recorded losses from the security subsequent to the end
of the reporting period.

5.42 AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA, Professional Standards), requires the auditor to (a) evaluate management's conclusion (including the relevance of the information considered) about the need to recognize an impairment loss for a decline in a security's fair value below its cost or carrying amount and (b) obtain sufficient
appropriate audit evidence supporting the amount of any impairment adjustment recorded, including evaluating whether the requirements of the applicable financial reporting framework have been complied with.10 That includes
evaluating (a) whether management has considered relevant information in
determining whether factors such as those listed in paragraph 5.03 exist and
(b) management's conclusions about the need to recognize an impairment loss.
That evaluation requires the auditor to obtain evidence about such factors that
tend to corroborate or conflict with management's conclusions.
5.43 The auditor is not responsible for designing procedures to detect the
presence of these factors per se. Rather, the auditor might evaluate whether
management has considered information that would be relevant in determining
whether such factors exist. For example, the auditor would not be responsible
for determining whether the financial condition of the issuer of a security has
deteriorated but, instead, would ask management how it considered the issuer's
financial condition. Once the auditor has determined that the entity considered
relevant information, the auditor is responsible for evaluating management's
conclusion about the need to recognize an impairment loss.
5.44 If the entity has recognized an impairment loss, and the auditor
agrees with that conclusion, the auditor would

r
r

determine that the write-down of an investment to a new cost basis is accounted for as a realized loss.
test the calculation of the loss recorded.

10 Paragraph .09 of AU-C section 501, Audit Evidence—Specific Considerations for Selected Items
(AICPA, Professional Standards).
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determine that the new cost basis of investments previously written down is not changed for subsequent recoveries in fair value.
review a summary of investments written down for completeness
and unusual items.
evaluate management's assessment of the credit rating of the
counterparty.
conclude on the adequacy of impairment adjustments recorded.

Audit Considerations When a Management’s Specialist
Is Used by the Entity
5.45 As discussed in chapter 1 of this guide, management may engage a
valuation specialist to value some or all of the entity's financial instruments.
Such specialists may be brokers, investment bankers, pricing services that also
provide valuation services, or other specialized valuation firms.
5.46 Paragraph .08 of AU-C section 500 contains requirements for the
auditor when evaluating evidence from a specialist engaged by management.
The extent of the auditor's procedures in relation to management's specialist
and that specialist's work depend on the significance of the specialist's work
for the auditor's purposes. Evaluating the appropriateness of management's
specialist's work assists the auditor in assessing whether the prices or valuations supplied by management's specialist provide sufficient appropriate audit
evidence to support the valuations. Examples of procedures the auditor may
perform include

r
r
r

r

evaluating the competence, capabilities, and objectivity of management's specialist (for example, his or her relationship with the
entity, reputation and standing in the market, experience with the
particular types of instruments, and understanding of the relevant financial reporting framework applicable to the valuations).
obtaining an understanding of the work of management's specialist (for example, by assessing the appropriateness of the valuation
technique[s] used and the key market variables and assumptions
used in the valuation technique[s]).
evaluating the appropriateness of that specialist's work as audit
evidence. At this point, the focus is on the appropriateness of the
specialist's work at the level of the individual financial instrument. For a sample of the relevant instruments, it may be appropriate to develop an estimate independently (see paragraphs
5.48–.49 on developing a point estimate or range) using different
data and assumptions, then compare that estimate with that of
management's specialist.
other procedures that may include
— modeling different assumptions to derive assumptions in
another model, then considering the reasonableness of
those derived assumptions.
— comparing management's point estimates with the auditor's point estimates to determine if management's estimates are consistently higher or lower.
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5.47 Assumptions may be made or identified by management's specialist
to assist management in valuing its financial instruments. Such assumptions,
when used by management, become management's assumptions that the auditor needs to consider in the same manner as management's other assumptions.

Developing a Point Estimate or Range
5.48 An auditor may develop a valuation technique and adjust the inputs
and assumptions used in the valuation technique to develop a range for use
in evaluating the reasonableness of management's valuation. The guidance in
this chapter may assist the auditor in developing a point estimate or range. In
accordance with paragraph .13d(i) of AU-C section 540, if the auditor uses assumptions or methodologies that differ from management's, the auditor should
obtain an understanding of management's assumptions or methodologies sufficient to establish that the auditor's range takes into account relevant variables
and to evaluate any significant differences from management's valuation. The
auditor may find it useful to use the work of an auditor's specialist to evaluate
the reasonableness of management's valuation.
5.49 In some cases, the auditor may conclude that sufficient evidence cannot be obtained from the auditor's attempts to obtain an understanding of management's assumptions or methodology (for example, when a third-party pricing source uses internally developed models and software and does not allow
access to relevant information). In such cases, the auditor may not be able to obtain sufficient appropriate audit evidence about the valuation if the auditor is
unable to perform other procedures to respond to the risks of material misstatement, such as developing a point estimate or range to evaluate management's
point estimate, as discussed in paragraph 5.47.11 AU-C section 705, Modifications to the Opinion in the Independent Auditor's Report (AICPA, Professional
Standards), describes the implications of the auditor's inability to obtain sufficient appropriate audit evidence.

11

Paragraph .13d of AU-C section 540.
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Chapter 6

Concluding on the Work Performed,
Reporting Considerations, and Other
Audit Considerations
Evaluating the Sufﬁciency and Appropriateness of Audit
Evidence
6.01 Paragraph .18 of AU-C section 540, Auditing Accounting Estimates,
Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), requires the auditor to evaluate, based on the audit
evidence, whether the accounting estimates in the financial statements are either reasonable in the context of the applicable financial reporting framework
or misstated.
6.02 Based on the audit evidence obtained, the auditor may conclude that
the evidence points to an accounting estimate that differs from management's
point estimate. When the audit evidence supports a point estimate, the difference between the auditor's point estimate and management's point estimate
constitutes a misstatement. When the auditor has concluded that using the
auditor's range provides sufficient appropriate audit evidence, a management
point estimate that lies outside the auditor's range would not be supported by
audit evidence. In such cases, the misstatement is no less than the difference
between management's point estimate and the nearest point of the auditor's
range.1
6.03 Further, paragraph .28 of AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained (AICPA, Professional Standards), requires the auditor to conclude
whether sufficient appropriate audit evidence has been obtained. In forming a
conclusion, the auditor is required to consider all relevant audit evidence, regardless of whether it appears to corroborate or contradict the assertions in the
financial statements.
6.04 The auditor's professional judgment about what constitutes sufficient
appropriate audit evidence is influenced by such factors as the2

r
r

significance of the potential misstatement in the relevant assertion and the likelihood of it having a material effect, individually
or aggregated with other potential misstatements, on the financial
statements. (See AU-C section 450, Evaluation of Misstatements
Identified During the Audit [AICPA, Professional Standards].)
effectiveness of management's responses and controls to address
the risks.

1 Paragraph .A122 of AU-C section 540, Auditing Accounting Estimates, Including Fair Value
Accounting Estimates, and Related Disclosures (AICPA, Professional Standards).
2 Paragraph .A75 of AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards).
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experience gained during previous audits with respect to similar
potential misstatements.
results of audit procedures performed, including whether such audit procedures identified specific instances of fraud or error.
source and reliability of the available information.
persuasiveness of the audit evidence.
understanding of the entity and its environment, including its internal control.

Presentation and Disclosure of Financial Instruments
6.05 Management's responsibilities include the preparation and fair presentation of the financial statements in accordance with the applicable financial reporting framework.3 Financial reporting frameworks often require disclosures in the financial statements to enable users of the financial statements to
make meaningful assessments of the effects of the entity's financial instrument
activities, including the risks and uncertainties associated with these financial
instruments. The importance of disclosures regarding the basis of measurement increases as the measurement uncertainty of the financial instruments
increases and is also affected by the level of the fair value hierarchy.
6.06 In representing that the financial statements are in accordance with
the applicable financial reporting framework, management implicitly or explicitly makes assertions regarding the presentation and disclosure of the various
elements of financial statements and related disclosures. Assertions about presentation and disclosure encompass

r
r
r
r

occurrence and rights and obligations. Disclosed events, transactions, and other matters have occurred and pertain to the entity.
completeness. All disclosures that should have been included in
the financial statements have been included.
classification and understandability. Financial information is appropriately presented and described, and disclosures are clearly
expressed.
accuracy and valuation. Financial and other information are disclosed fairly and at appropriate amounts.

The auditor's procedures around auditing disclosures are designed in consideration of these assertions.

Assertions About Financial Instruments Based on Management’s
Intent and Ability
6.07 Financial reporting frameworks may require that management's intent and ability be considered in valuing certain financial instruments, as follows:

r

Whether debt securities are classified as held to maturity and reported at their cost depends on management's intent and ability to
hold them to their maturity, as well as management's assessment

3 See paragraphs .04 and .A2 of AU-C section 200, Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA,
Professional Standards).
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of whether it is more likely than not that they will be required to
sell the security before the recovery of its amortized cost basis.
Whether equity securities are reported using the equity method
depends on management's ability to significantly influence the investee.
Whether equity securities are classified as trading or available for
sale depends on management's intent and objectives in investing
in the financial instruments.

6.08 In evaluating management's intent and ability, the auditor might

r
r
r

r

r

r

obtain an understanding of the process used by management to
classify financial instruments as trading, available for sale, or held
to maturity.
for an investment accounted for using the equity method, inquire
of management regarding whether the entity has the ability to exercise significant influence over the operating and financial policies of the investee and evaluate the attendant circumstances that
serve as a basis for management's conclusions.
if the entity accounts for the investment contrary to the presumption established by the applicable financial reporting framework
for use of the equity method, obtain sufficient appropriate audit
evidence about whether that presumption has been overcome and
whether appropriate disclosure is made regarding the reasons for
not accounting for the investment in keeping with that presumption.
consider whether management's activities corroborate or conflict
with its stated intent. For example, the auditor might evaluate
an assertion that management intends to hold debt securities to
their maturity by examining evidence such as documentation of
management's strategies and sales and other historical activities
with respect to those financial instruments and similar financial
instruments.
determine whether the applicable financial reporting framework
requires management to document its intentions and specify the
content and timeliness of that documentation.4 The auditor might
inspect the documentation and obtain audit evidence about its
timeliness. Unlike the formal documentation required for hedging activities, audit evidence supporting the classification of debt
and equity securities may be more informal.5
determine whether management's activities, contractual agreements, or the entity's financial condition provide evidence of its
ability, as follows:

4 Paragraphs 1–2 of FASB Accounting Standards Codification (ASC) 320-10-25 require an investor to document the classification of debt and equity securities into one of three categories at their
acquisition: held to maturity, available for sale, or trading.
5 FASB ASC 825-10-05-5 permits entities to choose to measure many financial instruments and
certain other items at fair value that are not currently required to be measured at fair value. FASB
ASC 825-10-50 also establishes presentation and disclosure requirements designed to facilitate comparisons between entities that choose different measurement attributes for similar types of assets
and liabilities. FASB ASC 825-10-50 does not eliminate disclosure requirements included in other accounting standards, including requirements for disclosures about fair value measurements included
in FASB ASC 820, Fair Value Measurement.
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—

The entity's financial position, working capital needs, operating results, debt agreements, guarantees, alternate
sources of liquidity, and other relevant contractual obligations, as well as laws and regulations, may provide evidence about an entity's ability to hold debt financial instruments to their maturity.

—

Management's cash flow projections may suggest that it
does not have the ability to hold debt financial instruments to their maturity.

—

Management's inability to obtain information from an investee may suggest that it does not have the ability to
significantly influence the investee.

—

If the entity asserts that it maintains effective control
over financial instruments transferred under a repurchase agreement, the contractual agreement may be such
that the entity actually surrendered control over the financial instruments and, therefore, should account for
the transfer as a sale instead of a secured borrowing.

Procedures Relating to the Presentation and Disclosure
of Financial Instruments
6.09 In relation to the presentation and disclosures of financial instruments, areas of particular importance include the following:

r

r

AAG-AFI 6.09

Financial reporting frameworks generally require additional disclosures regarding estimates and related risks and uncertainties to supplement and explain assets, liabilities, income, and expenses. The auditor's focus may need to be on the disclosures relating to risks and sensitivity analysis. Information obtained during
the auditor's risk assessment procedures and testing of control activities may provide evidence in order for the auditor to conclude
whether the disclosures in the financial statements are in accordance with the requirements of the applicable financial reporting
framework, such as the following:
—

The entity's objectives and strategies for using financial instruments, including the entity's stated accounting
policies

—

The entity's control framework for managing its risks associated with financial instruments

—

The risks and uncertainties associated with the financial
instruments

Information may come from systems outside traditional financial
reporting systems, such as risk systems. Examples of procedures
that the auditor may choose to perform in responding to assessed
risks relative to disclosures include testing the
—

process used to derive the disclosed information.

—

operating effectiveness of the controls over the data used
in the preparation of disclosures.
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In relation to financial instruments having significant risk,6 even
when the disclosures are in accordance with the applicable financial reporting framework, the auditor may conclude that the
disclosure of estimation uncertainty is inadequate in light of the
circumstances and facts involved, and accordingly, the financial
statements may not achieve fair presentation. AU-C section 705,
Modifications to the Opinion in the Independent Auditor's Report
(AICPA, Professional Standards), provides guidance on the implications for the auditor's opinion when the auditor believes management's disclosures in the financial statements are inadequate
or misleading.
Auditors may also consider whether the disclosures are complete
and understandable. (For example, all relevant information may
be included in the financial statements [or accompanying reports],
but it may be insufficiently drawn together to enable users of the
financial statements to obtain an understanding of the position, or
there may not be enough qualitative disclosure to give context to
the amounts recorded in the financial statements). For example,
even when an entity has included sensitivity analysis disclosures,
the disclosure may not fully describe the risks and uncertainties
that may arise because of changes in valuation, possible effects on
debt covenants, collateral requirements, and the entity's liquidity.
Paragraph .12 of AU-C section 260, The Auditor's Communication
With Those Charged With Governance (AICPA, Professional Standards), contains requirements and guidance about communicating with those charged with governance, including the auditor's
views about qualitative aspects of the entity's significant accounting practices, including accounting policies, accounting estimates,
and financial statement disclosures.

6.10 Consideration of the appropriateness of presentation (for example,
on short-term and long-term classification) in substantive testing of financial
instruments is relevant to the auditor's evaluation of the presentation and disclosure.

Additional Considerations About Hedging Activities
6.11 To account for a derivative as a hedge, FASB Accounting Standards Codification (ASC) 815 requires management, at the inception of the
hedge, to designate the derivative as a hedge and contemporaneously formally
document7 the hedging relationship, the entity's risk management objective
and strategy for undertaking the hedge, and the method of assessing the effectiveness of the hedge. In addition, to qualify for hedge accounting, FASB ASC
815 requires that management have an expectation, both at the inception of

6 Paragraph .20 of AU-C section 540 requires the auditor to perform further procedures on disclosures relating to accounting estimates that give rise to significant risks to evaluate the adequacy
of the disclosure of estimation uncertainty in the financial statements in the context of the applicable
financial reporting framework.
7 FASB ASC 815-20-25 requires formal documentation of prescribed aspects of hedging relationships at the inception of the hedge.
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the hedge and on an ongoing basis, that the hedging relationship will be highly
effective in achieving the hedging strategy.8
6.12 The auditor may gather audit evidence to determine whether management complied with the hedge accounting requirements of FASB ASC 815,
including designation and documentation requirements. In addition, the auditor may gather audit evidence to support management's expectation at the
inception of the hedge that the hedging relationship will be highly effective and
management's periodic assessment of the ongoing effectiveness of the hedging
relationship as required by FASB ASC 815.
6.13 When the entity designates a derivative as a fair value hedge, FASB
ASC 815-25 requires that the entity adjust the carrying amount of the hedged
item for the change in the hedged item's fair value that is attributable to the
hedged risk. The auditor may gather audit evidence supporting the recorded
change in the hedged item's fair value that is attributable to the hedged risk.
Additionally, the auditor may gather audit evidence to determine whether management has properly applied FASB ASC 815-25 to the hedged item.
6.14 For a cash flow hedge of a forecasted transaction, FASB ASC 815-30
requires management to determine that the forecasted transaction is probable
of occurring. Those principles require that the likelihood the transaction will
take place not be based solely on management's intent. Instead, the transaction's probability should be supported by observable facts and the attendant
circumstances, such as the

r
r

frequency of similar past transactions.

r
r

extent of loss that could result if the transaction does not occur.

financial and operational ability of the entity to carry out the
transaction.
likelihood that transactions with substantially different characteristics might be used to achieve the same business purpose.

Paragraph .26 of AU-C section 330 requires the auditor to perform audit procedures to evaluate whether the overall presentation of the financial statements,
including the related disclosures, is in accordance with the applicable financial
reporting framework. This includes evaluating management's determination of
whether a forecasted transaction is probable.

Reporting Considerations
Reliance on the Work of the Specialist
6.15 The auditor should not refer to the work of an auditor's specialist in
an auditor's report containing an unmodified opinion.9 Reference to the specialist might be misunderstood to be a modification of the auditor's opinion or
division of responsibility, neither of which is intended.
8 FASB ASC 815, Derivatives and Hedging, requires management to periodically reassess the
effectiveness of hedging relationships whenever financial statements or earnings are reported and at
least every three months. It also requires that all assessments of effectiveness be consistent with the
risk management strategy documented for the particular hedging relationship.
9 Paragraph .14 of AU-C section 620, Using the Work of an Auditor's Specialist (AICPA, Professional Standards).

AAG-AFI 6.12

©2016, AICPA

Concluding on the Work Performed, Reporting Considerations, and Other Audit

83

6.16 Circumstances may arise as a result of the valuation report or findings of the specialist wherein the auditor decides to modify the auditor's report
on the financial statements. Reference to, and identification of, the specialist
may be made in the auditor's report if, in the auditor's judgment, the reference
will facilitate an understanding of the reason for the modified opinion. In that
circumstance, the auditor is required to indicate in the auditor's report that
such reference does not reduce the auditor's responsibility for that opinion.10
6.17 Situations may arise in which an entity lacks the sophistication to
perform its own valuation. For example, an acquiring entity may refuse to engage a valuation specialist and makes its own estimate of the fair value of the
assets acquired and liabilities assumed. In those circumstances, the auditor
may recommend that the acquiring entity engage a qualified independent valuation specialist. If, in the auditor's judgment, the valuation is not properly prepared, it may not provide sufficient audit evidence in support of the amounts
assigned to assets acquired and liabilities assumed. AU-C section 705 describes
the implications of the auditor's inability to obtain sufficient appropriate audit
evidence. See paragraphs 6.18–.21 for additional guidance.

Modiﬁcations to the Auditor’s Report
6.18 AU-C section 705 addresses how the form and content of the auditor's
report are affected when the auditor expresses a modified opinion (a qualified
opinion, an adverse opinion, or a disclaimer of opinion).

Scope Limitations
6.19 The auditor's objective is to obtain sufficient appropriate audit evidence to provide a reasonable basis for forming an opinion. There are often
significant challenges to management obtaining sufficient information to support its assertions relevant to financial instruments, and auditors will face similar challenges in obtaining audit evidence and evaluating its sufficiency. The
amounts and types of audit evidence necessary to support an opinion are matters for the auditor to determine in the exercise of his or her professional judgment after careful study of the particular circumstances. In evaluating audit
evidence, the auditor may consider whether the specific audit objectives have
been met. The consideration might include such factors as

r
r
r

the significance of the financial instruments for which neither the
underlying detail nor audited financial statements were available
as of the balance sheet date.
the adequacy of management's process and related internal control.
timeliness of the estimated fair value of the underlying financial
instruments.

6.20 The auditor's justification for the expression of his or her opinion
rests on the conformity of the audit with generally accepted auditing standards
(GAAS). When a significant amount of financial instruments are stated at estimated fair value, the auditor may consider both the uncertainties inherent in
the financial instrument valuations and the extent of audit evidence supporting those valuations. The assessment of reasonableness of valuations considers
their effects on the financial statements as a whole, not solely the investment
10

Paragraph .15 of AU-C section 620.
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caption in the financial statements. If the auditor is unable to obtain sufficient
appropriate audit evidence to support the financial statement assertions, it will
be necessary to modify an opinion on the financial statements due to a scope
limitation.
6.21 Scope limitations related to sufficiency of evidence are different from
situations in which the auditor concludes that the financial statements are materially misstated due to departures from the applicable financial reporting
framework related to inadequate disclosure of uncertainties inherent in the
financial instrument valuations, failure to apply a valuation method required
by the applicable financial reporting framework, or valuations that are not supported or reasonable. If the potential effect of the applicable financial reporting
framework departure is material to the investor entity's financial statements
as a whole, the auditor is required to issue a qualified opinion or an adverse
opinion, as described in paragraph .20 of AU-C section 705.

Departures From the Applicable Financial Reporting Framework
6.22 After performing the audit procedures, including evaluating the findings of the valuation specialist, the auditor may conclude that management's
assertions in the financial statements about the identification or estimate of
fair value are not presented or measured in accordance with applicable the
financial reporting framework. This situation could arise from unresolved differences of opinion over the appropriateness of the valuation method or the
reasonableness of the significant valuation assumptions. When financial statements are materially affected by a departure from the applicable financial reporting framework, and the auditor has performed an audit in accordance with
GAAS, the auditor should issue a qualified or an adverse opinion on the financial statements.11

Voluntary Disclosures Regarding Fair Value Information
Reporting on Fair Value Information Not Required by FASB ASC 825,
Financial Instruments, Presented as a Complete Balance Sheet
Presentation or a Speciﬁc Element of a Financial Statement
6.23 Paragraph .19 of AU-C section 540 states that the auditor should
obtain sufficient appropriate audit evidence about whether the disclosures in
the financial statements related to accounting estimates are in accordance with
the requirements of the applicable financial reporting framework. The presentation of financial statements in accordance with the applicable financial reporting framework includes adequate disclosure of material matters. The applicable financial reporting framework may permit or prescribe disclosures relating to accounting estimates, including fair value accounting estimates, and
some entities may disclose voluntarily additional information in the notes to
the financial statements. If such voluntary additional information is presented
as part of the basic financial statements, in accordance with paragraph .59 of
AU-C section 700, Forming an Opinion and Reporting on Financial Statements
(AICPA, Professional Standards), such information should be covered by the
auditor's opinion if it cannot be clearly differentiated.

11

Paragraph .04 of AU-C section 580, Written Representations (AICPA, Professional Standards).
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Reporting on Additional, Voluntary Fair Value Information Presented as
a Complete Balance Sheet Presentation or a Speciﬁc Element of a
Financial Statement
6.24 Voluntary disclosures regarding fair value information may supplement required disclosures in such a manner as to constitute either a complete
balance sheet (the fair value of all material items in the balance sheet) or a
presentation of a specific element, account, or item (element) of a financial
statement. In such cases, in conjunction with an engagement to audit the entity's complete set of financial statements, the auditor may undertake an engagement to audit and report on a single financial statement or a specific element of a financial statement in accordance with AU-C section 805, Special
Considerations—Audits of Single Financial Statements and Specific Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional Standards).

Reporting on Additional, Voluntary Fair Value Information Presented as
Supplementary Information in Relation to the Financial Statements as a
Whole
6.25 Voluntary disclosures regarding fair value information also may be
presented as supplementary information, and the auditor may be engaged to
report on whether the additional fair value information is fairly stated, in all
material respects, in relation to the financial statements as a whole in accordance with AU-C section 725, Supplementary Information in Relation to the
Financial Statements as a Whole (AICPA, Professional Standards).
6.26 In accordance with paragraph .05 of AU-C section 725 in order to
opine as to whether the additional fair value information is fairly stated, in all
material respects, in relation to the financial statements as a whole, the auditor
should determine that all of the following conditions are met:

r
r
r
r
r

The voluntary information was derived from, and relates directly
to, the underlying accounting and other records used to prepare
the financial statements.
The voluntary information relates to the same period as the financial statements.
The financial statements were audited, and the auditor served as
the group auditor in that engagement.
Neither an adverse opinion nor a disclaimer of opinion was issued
on the financial statements.
The voluntary information will accompany the entity's audited financial statements, or such audited financial statements will be
made readily available by the entity.

6.27 AU-C section 725 requires the auditor to report on the additional fair
value information in either (a) an other-matter paragraph in accordance with
AU-C section 706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent Auditor's Report (AICPA, Professional Standards),
or (b) in a separate report on the voluntary information.

Reporting on Additional, Fair Value Information Presented as
Unaudited Information
6.28 In some cases, the auditor is not engaged to report on the voluntary
disclosures regarding fair value information, and accordingly, such additional
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disclosures are ordinarily labeled as unaudited to clearly differentiate them
from the audited financial statements. The auditor may, but is not required
to, include an other-matter paragraph in the auditor's report on the financial
statements to disclaim an opinion on the additional fair value information in
accordance with paragraph .A2 of AU-C section 720, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards).
6.29 The auditing guidance related to each of these alternatives is presented in the following flowcharts:
Required Information Only
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Required and Voluntary Information

Other Relevant Audit Considerations
Written Representations
6.30 Paragraph .16 of AU-C section 580, Written Representations (AICPA,
Professional Standards), requires the auditor to obtain written representations from management and, when appropriate, those charged with governance
about whether they believe significant assumptions used in making accounting
estimates are reasonable. AU-C section 580 also states that written representations from management do not provide sufficient appropriate audit evidence
on their own about any of the matters with which they deal. If the auditor is
otherwise unable to obtain sufficient appropriate audit evidence, this may constitute a limitation on the scope of the audit that may have implications for
the auditor's report.12 (See AU-C section 705.) Paragraph .19 of AU-C section
580 requires that if, in addition to such required representations, the auditor
12

See footnote 11.
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determines it is necessary to obtain one or more written representations to support other audit evidence relevant to the financial statements or one or more
specific assertions in the financial statements, the auditor should request such
other written representations. Depending on the volume and degree of complexity of financial instrument activities, written representations to support other
evidence obtained about financial instruments may also include

r
r
r
r
r
r
r
r
r
r

management's objectives with respect to financial instruments
(for example, whether they are used for hedging, asset or liability management, or investment purposes).
representations about the appropriateness of the presentation of
the financial statements (for example, the recording of financial
instrument transactions as sales or financing transactions).
representations about the financial statement disclosures concerning financial instruments (for example, that the records reflect all financial instrument transactions, and all embedded
derivative instruments have been identified).
whether all transactions have been conducted at arm's length and
market value.
the terms of transactions.
the appropriateness of the valuations of financial instruments.
whether any side agreements associated with any financial instruments exist.
whether the entity has entered into any written options.
management's intent and ability to carry out certain actions.13
whether subsequent events require adjustment to the valuations
and disclosures included in the financial statements.

Communication With Those Charged With Governance and Others
6.31 Because of the uncertainties associated with the valuation of financial instruments, the potential effects on the financial statements of any significant risks are likely to be of governance interest. The auditor may communicate the nature and consequences of significant assumptions used in fair value
measurements, the degree of subjectivity involved in the development of the
assumptions, and the relative materiality of the items being measured at fair
value to the financial statements as a whole. In addition, the need for appropriate controls over commitments to enter into financial instrument contracts
and the subsequent measurement processes are matters that may give rise to
the need for communication with those charged with governance.
6.32 AU-C section 260 addresses the auditor's responsibility to communicate with those charged with governance in an audit of financial statements.
With respect to financial instruments, matters to be communicated to those
charged with governance may include

r

a lack of management understanding of the nature or extent of the
financial instrument activities or the risks associated with such
activities.

13 Paragraph .A82 of AU-C section 540 provides examples of procedures that may be appropriate
in the circumstances.
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significant deficiencies or material weaknesses in the design or
operation of the system of internal control relating to the entity's
financial instrument activities that the auditor has identified during the audit.14
significant difficulties encountered when obtaining sufficient appropriate audit evidence relating to valuations performed by management or management's specialist (for example, when management is unable to obtain an understanding of the valuation
methodology, assumptions, and data used by management's specialists, and such information is not made available to the auditor
by management's specialist).
significant differences in judgments between the auditor and
management or management's specialist regarding valuations.
the potential effects on the entity's financial statements of material risks and exposures required to be disclosed in the financial statements, including the measurement uncertainty associated with financial instruments.
the auditor's views about the appropriateness of the selection
of accounting policies and presentation of financial instrument
transactions in the financial statements.
the auditor's views about the qualitative aspects of the entity's
accounting practices and financial reporting for financial instruments.
a lack of comprehensive and clearly stated policies for the purchase, sale, and holding of financial instruments, including operational controls, procedures for designating financial instruments
as hedges, and monitoring exposures.

The appropriate timing for communications will vary with the circumstances
of the engagement; however, it may be appropriate to communicate significant
difficulties encountered during the audit as soon as practicable if those charged
with governance are able to assist the auditor to overcome the difficulty or if it
is likely to lead to a modified opinion.

Communications With Regulators and Others
6.33 In some cases, auditors may be required,15 or may consider it appropriate, to communicate directly with regulators or others, in addition to
those charged with governance, regarding matters relating to financial instruments. Such communication may be useful throughout the audit. For example, when required to communicate with banking regulators, such regulators
14 AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards), addresses communicating deficiencies in internal control to management and communicating significant deficiencies or material weaknesses in internal control to
those charged with governance. It explains that deficiencies in internal control may be identified during the auditor's risk assessment procedures, in accordance with AU-C section 315, Understanding the
Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional
Standards), or at any other stage of the audit.
15 For example, AU-C section 250, Consideration of Laws and Regulations in an Audit of Financial Statements (AICPA, Professional Standards), requires auditors to determine whether there is a
responsibility to report identified or suspected noncompliance with laws and regulations to parties
outside the entity. In addition, requirements concerning the auditor's communication to banking supervisors and others may be established in many countries by law, supervisory requirement, or formal
agreement or protocol.
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may share information with the auditor about the operation and application
of controls over financial instrument activities, challenges in valuing financial
instruments in inactive markets, and compliance with regulations. This sharing of information may be helpful to the auditor in identifying risks of material
misstatement.
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Chapter 7

Case Study of Changing the Classiﬁcation
of a Security to Held to Maturity 1
Update 7-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification [ASC]
960, Plan Accounting—Defined Benefit Pension Plans, through FASB ASC
965, Plan Accounting—Health and Welfare Benefit Plans, on plan accounting),
FASB ASU No. 2016-01 is effective for fiscal years beginning after December
15, 2018, and interim periods within fiscal years beginning after December
15, 2019. Early application is permitted for all other entities as of the fiscal
years beginning after December 15, 2017, including interim periods within
those fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive in-come the portion of the total change in fair value of a
1 The following case study does not include any additional audit considerations or risks of misstatement related to other-than-temporary impairment. Guidance on other-than-temporary impairment is found in FASB Accounting Standards Codification 320-10-35, 320-10-45, and 320-10-50, as
well as Topic 5M, "Other Than Temporary Impairment of Certain Investments in Equity Securities,"
of the SEC's Codification of Staff Accounting Bulletins.
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liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

7.01 In this case study, the entity changes the classification of a debt security from available for sale to held to maturity. The change in classification
results from a change in management's intent in holding the security.
7.02 The "Accounting Considerations" section illustrates the entity's accounting for the change in the classification of the security and highlights the
potential misstatements that can occur for the change in classification and how
various inherent risk considerations affect substantive procedures.

Accounting Considerations 2
7.03 BEV manufactures parts for high-performance bicycles. Several
years ago, BEV purchased a 6 percent, AA-rated bond of a publicly traded copper mining company at its $800,000 face amount. The intent of BEV's management was to invest in a relatively stable security that would be available to
finance BEV's plant expansion that they anticipated would take place within a
short period of time. Accordingly, the bond was classified as available for sale.
7.04 For the last 2 years, competition for BEV's products has increased
dramatically, and as a result, BEV has failed to continue to grow. At the end of
the current year, management dropped its plans to expand the plant, decided
to hold the bond to maturity, and changed the classification of the bond to held
to maturity. Several months before the change in classification, the bond's fair
value began to decline. By the time the classification was changed, the bond's
fair value had declined by $150,000, from $800,0003 to $650,000.
7.05 According to FASB ASC 320, Investments—Debt and Equity Securities, BEV should record the unrealized loss through the date of change in
classification through a $150,000 charge to other comprehensive income and a
$150,000 credit directly to the bond. The $650,000 fair value at the date the
classification is changed becomes the bond's new cost basis. With the exception
of a decline in fair value that is other than temporary, changes in the fair value
of the bond after the change in classification should only be recognized when
they are realized. However, any decline in value that is other than temporary
should be recognized in accordance with the requirements of paragraphs 34A–
34E of FASB ASC 320-10-35. The measurement of the decline in value (impairment) should not include partial recoveries after the balance sheet date. The
fair value of the bond would then become the new cost basis and should not be

2

For simplicity, this case study ignores income tax consequences.
For simplicity, this case study assumes that at the end of the prior year, the bond's fair value
equaled its $800,000 face amount.
3
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adjusted for subsequent recoveries in fair value. However, the amortized cost
basis should be adjusted for accretion and amortization as discussed in FASB
ASC 320-10-35-35.
7.06 When a bond is reclassified as held to maturity, the unrealized appreciation or depreciation in its value at the date of reclassification continues to be
reported as a separate component of equity (such as accumulated other comprehensive income). However, it is treated as a premium or discount and amortized
over future years as a yield adjustment. The bond's amortized cost basis, which
is its carrying amount, is its $800,000 face amount less the unamortized portion of the $150,000 unrealized loss at the date of reclassification.4 Therefore,
when the bond matures, its carrying amount will be its face amount. In financial statements after the reclassification, BEV's financial statements should
disclose, among other things, the bond's amortized cost basis, its fair value, and
the unrealized appreciation or depreciation in its value. The unrealized appreciation or depreciation disclosed in the financial statements should be the difference between the bond's fair value and its new amortized cost basis (that is,
the fair value at the date of reclassification adjusted for unamortized premium
or discount).
7.07 BEV could use the following entries to record the change in classification of the bond from available for sale to held to maturity:
Other comprehensive income

$150,000

Investment in available-for-sale bond

$150,000

To recognize the decline in the bond's fair value
through the date its classification was changed
Investment in held-to-maturity bond
Investment in available-for-sale bond

$650,000
$650,000

To record the change in the bond's classification
7.08 The $150,000 unrealized holding loss related to the bond at the time
of the reclassification would continue to be reported in accumulated other comprehensive income. Each year, BEV will receive $48,000 in cash from the issuer of the bond, which is 6 percent of the bond's $800,000 face amount. An
effective interest rate of 11.08393 percent would discount 5 annual payments
of $48,000 and an $800,000 principal payment at the end of the fifth year to
the bond's $650,000 carrying amount when the classification is changed. Accordingly, the difference between the result of applying this rate to the bond's
carrying amount and the $48,000 stated interest should be recorded as amortization of the discount. As the following table illustrates, the substance of the accounting is that each year, cash increases $48,000; the bond's carrying amount
increases by the discount amortization; and equity increases by the result of
applying 11.08393 percent to the carrying amount of the bond at the beginning
of the year:

4 It may also be viewed as the $650,000 fair value at the date of reclassification plus cumulative
amortization of the $150,000 unrealized loss at the date of reclassification.
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Year

Carrying
Amount of the
Bond

Cash
Received

Discount
Amortization

Total Increase
in Equity

1

$650,000

$ 48,000

$ 24,046

$ 72,046

2

674,046

48,000

26,711

74,711

3

700,757

48,000

29,671

77,671

4

730,428

48,000

32,960

80,960

5

763,388

48,000

36,612

84,612

$800,000

$240,000

$150,000

$390,000

The $390,000 cumulative increase in equity over the 5 remaining years the
bond is outstanding equals the $240,000 interest received plus the
amortization of the $150,000 unrealized loss at the date of reclassification.
7.09 The increase in equity should be split between interest income and
other comprehensive income. Because BEV will not realize the $150,000 unrealized loss charged to other comprehensive income, the effective rate of return
on the bond reported in earnings is equal to the bond's stated interest rate.
Therefore, interest income equals interest received. In substance, the excess of
the increase in equity over the interest income equals the amortization of the
discount and is reported as other comprehensive income. The 3 entries for the
first year would be as follows:
Cash

$48,000

Interest income

$48,000

To record interest received
Discount on investment in held-to-maturity bond

$24,046

Interest income

$24,046

To record amortization of the discount on the
held-to-maturity bond
Interest income
Other comprehensive income

$24,046
$24,046

To record amortization of the unrealized loss
included in accumulated other comprehensive
income

7.10 Paragraphs 17–35 of FASB ASC 320-10-35 address the determination regarding when an investment is considered impaired, whether that impairment is other than temporary, and the measurement of an impairment loss.
FASB ASC 320-10-35 also includes accounting considerations subsequent to
the recognition of an other-than-temporary impairment and requires certain
disclosures about unrealized losses that have not been recognized as otherthan-temporary impairments.
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7.11 At the end of the fifth year, when the principal is collected, the

r
r

discount will have been amortized, and the carrying amount of the
bond will be $800,000, which is the principal due on the bond.
$150,000 unrealized loss in accumulated other comprehensive income will have been eliminated through credits to other comprehensive income.

Auditing Considerations
Description of the Entity
7.12 BEV manufactures parts for high-performance bicycles. Recently,
BEV hired a new controller who came to the entity with five years of experience in public accounting. During the years of BEV's growth, the owners of
the entity became less involved with the daily operations of the business, and
the reliability of controls suffered. One of the first tasks of the new controller
was to design and implement a more formal system of internal control that
emphasized segregation of duties and strong oversight and monitoring of all
accounting functions by supervisors. Included in this formal system is the requirement that one of BEV's owners personally review the month-end investment statements sent by the broker-dealer who holds and services the bond.
These documents are then sent to the accounting department for entry into the
accounting system. Based largely on the improvements made by the new controller, the auditor determined that BEV's control environment is well-designed
and capable of mitigating control risk.

Summary of Accounting
7.13 At the date of reclassification from available for sale to held to maturity, BEV should reduce the carrying amount of the bond to its fair value, as
defined by FASB ASC 820, Fair Value Measurement, through a charge to other
comprehensive income and a credit to the carrying amount of the bond. The
unrealized loss at that date should be amortized over the remaining life of the
bond as a discount, thereby increasing the carrying amount of the bond over the
remaining life of the bond so that it equals the bond's face amount when the
bond matures. The loss charged to other comprehensive income should continue
to be reported in accumulated other comprehensive income but amortized over
the remaining life of the bond through credits to other comprehensive income
in amounts equal to the discount amortization. As a result of this accounting,
each year, BEV will report in earnings interest at the bond's 6 percent stated
rate and other comprehensive income equal to the discount amortization.

Types of Potential Misstatements
7.14 Improper accounting. During the audit period, BEV reclassified the
bond from available for sale to held to maturity. The accounting for the change
in classification and subsequent amortization may not conform to the requirements of FASB ASC 320.
7.15 Improper change in classification. The classification of a bond as held
to maturity requires BEV to have both the intent and ability to hold the bond
to maturity. BEV may have reclassified the bond in the absence of a positive
intent to hold it until maturity and the ability to do so.

©2016, AICPA

AAG-AFI 7.15

96

Special Considerations in Auditing Financial Instruments

7.16 Improper determination of fair value. The determination of fair value
at the date of reclassification may not conform with the guidance in FASB ASC
320, including the guidance on evaluating other-than-temporary impairments.
7.17 Existence and ownership. The bond may not exist or be owned by BEV
at the date of reclassification.
7.18 Presentation and disclosure. BEV's financial statement may not comply with the presentation and disclosure requirements in FASB ASC 320 related to reclassification of the bond.

Inherent Risk Factors to Consider for This Transaction in Assessing
the Risks of Material Misstatements
7.19 Because the classification of the bond had been changed from available for sale to held to maturity, the auditor assessed inherent risk to be high
based on the following:

r
r

The entity's experience. The accounting personnel's lack of experience with changes in bond classifications and the special accounting considerations increase the inherent risk of the change being
accounted for incorrectly.
Management's objectives. During the audit period, management
changed its objective in holding the bond. Previously, management
intended it to be available for sale, but now, its stated objective was
to hold the security to its maturity.

Control Risk
7.20 BEV uses a broker-dealer to hold and service its financial instruments, including the investment in the bond. However, the fact that the entity
uses a service organization to process some of its financial instrument transactions does not, in and of itself, require the auditor to obtain information about
the broker-dealer's controls. AU-C section 315, Understanding the Entity and
Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), addresses the auditor's requirement to obtain an understanding of the entity and its environment as part of performing an audit in accordance with generally accepted auditing standards. Paragraph .A54 of AU-C
section 315 states that an entity's use of IT may affect any of the five components of internal control relevant to the achievement of the entity's financial
reporting, operations, or compliance objectives and its operating units or business functions. This understanding should be sufficient for the auditor to

r
r
r

identify the types of potential misstatement of the assertions.
consider factors that affect the risk that the potential misstatements would be material to the financial statements.
design substantive tests.

7.21 The types of potential material misstatements relating to BEV's investment in the bond relate primarily to the change in classification from available for sale to held to maturity, which is a risk that will not be addressed by the
controls at the broker-dealer. BEV maintains all the information necessary to
perform substantive procedures on investments. Accordingly, the auditor does
not have to obtain an understanding of controls in operation at the brokerdealer in order to plan the audit.
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©2016, AICPA

Case Study of Changing the Classification of a Security to Held to Maturity

97

7.22 Because the purchase and subsequent reclassification of the bond
was considered to be an isolated transaction, control risk was assessed as high.

Timing of Procedures
7.23 All relevant assertions associated with this transaction will be substantively tested at year-end.

Materiality
7.24 The transaction is considered material.

Design of Substantive Procedures
7.25 The auditor defined the following objectives and related procedures
for the audit of assertions about the transaction:
Audit Objective

Procedure

The bond exists and is
owned by BEV.

•

Confirm existence and ownership with the
broker-dealer.

Management
authorized the change
in classification of the
bond from available for
sale to held to maturity.

•

Review minutes of meetings or any applicable
internal memorandums of relevant groups for
evidence that management authorized the
change.
Absent written evidence in the minutes or other
documentation, perform other procedures to
determine whether the change was authorized,
such as inquiry or obtaining a representation in
the management representation letter.

The bond's fair value at
the date its
classification was
changed was properly
determined.

•

The difference between
the bond's fair value
and its face amount at
the date the bond's
classification was
changed was properly
recorded and amortized.

•

•

•

•

Test the fair value of the bond at the date of
reclassification by agreeing market price to
independent published sources.
Review any notes from periodic pricing
meetings with the traders or management of
the entity to determine whether steps were
taken to properly value the bond.
Recalculate the difference between the bond's
face amount and fair value at the date the
bond's classification was changed to held to
maturity. Confirm the assumptions used in the
calculation, including the notional amount and
rate of the bond, because these inputs are used
to determine the face amount and fair value.
Recalculate the amortization of the resulting
discount.
(continued)
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Audit Objective
Management has the
positive intent and
ability to hold the bond
to maturity.

Procedure

•

•
Presentation and
disclosure are
appropriate.

•

Review management's cash flow forecasts, or
perform other procedures considered necessary
to assess BEV's ability to hold the security to
maturity.
Obtain a representation in the management
representation letter confirming management's
intent to hold the security to maturity.5
Read the financial statements and compare the
presentation and disclosure with the
requirements of FASB Accounting Standards
Codification 320, Investments—Debt and
Equity Securities.

5 A written representation of management's intent and ability with regard to held-to-maturity
securities does not constitute sufficient appropriate audit evidence. Paragraphs 6.07–.08 of this guide
provide additional guidance on the types of auditing procedures the auditor might perform to corroborate management's stated intent and ability to realize that intent.
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Chapter 8

Case Study of How an Entity’s Use
of a Service Organization Affects the
Auditor’s Considerations in Auditing
Financial Instruments
8.01 This case study uses the following three scenarios to illustrate how
an entity's use of a service organization affects the auditor's considerations in
planning and performing auditing procedures related to assertions about financial instrument transactions:
a. Scenario A—Directed Investing Arrangement With One Service Organization: a Broker-Dealer. In this scenario, a user entity initiates
trades, and a broker-dealer executes the trades and holds and services financial instruments purchased.1
b. Scenario B—Discretionary Investing Arrangement With Two Service Organizations: an Investment Adviser and a Broker-Dealer. In
this scenario, the user entity has authorized an investment adviser
to initiate trades on its behalf, and a broker-dealer executes the
trades and holds and services the financial instruments purchased.
c. Scenario C—Discretionary Investing Arrangement With One Service Organization: a Broker-Dealer. In this scenario, a user entity
has authorized a broker-dealer to initiate trades on its behalf and
also to execute the trades and hold and service the financial instruments purchased.
8.02 Paragraphs 8.03–.09 present information that is applicable to all the
scenarios, including

r
r
r
r
r

a description of the user entity.
a summary of the accounting considerations.
types of potential misstatements of the user entity's assertions
about its financial instruments and financial instrument transactions.
inherent risk factors the auditor considers in planning the audit.
the timing of substantive procedures.

Information That Applies to All the Scenarios
Description of the Entity
8.03 The user entity is Lane Components, Inc. (Lane) that manufactures electrical connectors and distributes them nationally and internationally,

1 Maintaining custody of securities, either in physical or electronic form, is referred to as holding,
and performing ancillary services is referred to as servicing. Examples of servicing transactions are
collecting dividends and interest and distributing that income to the entity and receiving notification
of corporate actions, such as stock splits.
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primarily to manufacturers. Several years ago, it sold a large division and used
the proceeds to begin building a portfolio of equity securities traded on an exchange regulated by the SEC. Lane views the portfolio as a source of funds for
future business acquisitions and plant expansions.

Summary of the Accounting Considerations
8.04 Lane accounts for the securities as available for sale under FASB
ASC 320, Investments—Debt and Equity Securities2 and, accordingly, reports
the securities at their fair value, with unrealized changes in fair value recognized in other comprehensive income and reclassified into earnings when they
are realized.

Types of Potential Misstatements of the Entity’s Assertions About
Its Financial Instruments and Financial Instrument Transactions
8.05 The auditor identifies the following seven types of potential misstatements of Lane's assertions about its financial instrument transactions:
a. The recorded financial instruments do not exist, and the recorded
financial instrument transactions did not occur.
b. Lane does not have the rights and obligations associated with ownership of the recorded financial instruments.
c. The entity's financial instruments and financial instrument transactions were not recorded.
d. The fair value of the recorded financial instruments was determined incorrectly.
e. Realized and unrealized holding gains and losses are not properly
reported as earnings or other comprehensive income.
f. The financial instruments are not classified correctly.
g. Disclosures about financial instruments and financial instrument
transactions are not adequate.

Inherent Risk Factors the Auditor Considers in Planning the Audit
8.06 The financial instruments are traded on an exchange regulated by
the SEC, and the features of the instruments, underlying transactions, and accounting considerations are relatively straightforward. The auditor assesses
inherent risk for all assertions about financial instruments and financial instrument transactions as low.

Timing of Substantive Procedures
8.07 The auditor decides to perform substantive procedures for assertions
about financial instruments at year-end because of the relatively small number
of financial instruments and financial instrument transactions.

2 FASB Accounting Standards Codification (ASC) 825, Financial Instruments, permits entities
to measure many financial instruments and certain other items at fair value, even if they are not
currently required to be measured at fair value. FASB ASC 825 also establishes presentation and disclosure requirements designed to facilitate comparisons between entities that choose different measurement attributes for similar types of assets and liabilities. FASB ASC 825 does not eliminate disclosure requirements included in other FASB ASC subtopics, including requirements for disclosures
about fair value measurements included in FASB ASC 820, Fair Value Measurement.
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Materiality Considerations
8.08 The carrying amount of the financial instruments and the realized
and unrealized gains and losses on them are material to Lane's financial statements, but dividends on the financial instruments are not material to the financial statements.
8.09 Paragraphs 8.10–.24 present three scenarios, including the following
information relevant to the particular scenario:

r
r
r

The understanding of controls the auditor needs to plan the audit
The auditor's assessment of control risk
The auditor's design of procedures, including, when applicable, the
auditor's considerations in identifying controls that reduce control
risk and the procedures the auditor uses to gather audit evidence
about the operating effectiveness of those controls

Scenario A—Directed Investing Arrangement With
One Service Organization: a Broker-Dealer
8.10 In this scenario, Lane initiates trades, and the broker-dealer executes
the trades and holds and services the financial instruments purchased.

The Understanding of Processes and Controls the Auditor
Needs to Plan the Audit
8.11 In obtaining an understanding of the entity and its environment,
including its internal control , the auditor determines that

r
r
r
r
r
r
r
r

Lane initiates trades and directs the broker-dealer to execute
them.
Lane maintains records of the trades it directs the broker-dealer
to execute.
the broker-dealer sends a confirmation of each trade to Lane,
which Lane usually receives within three business days.
Lane compares the information in the trade confirmation with its
record of the trade that it directed the broker-dealer to execute
and investigates significant differences.
Lane records the trade in the applicable general ledger accounts.
at the end of the year, Lane adjusts the general ledger accounts
for trades it has initiated for which confirmations have not been
received. Information for that adjustment is obtained from Lane's
record of trades it directed the broker-dealer to execute and the
confirmations of those trades it received subsequent to year-end.
monthly, the broker-dealer sends Lane a statement that includes
trades, servicing transactions, a description of the financial instruments held, and the fair value of each of those financial instruments.
monthly, Lane compares the information about trades and the
components of its financial instrument portfolio shown in its accounting records with the broker-dealer's monthly statement and
investigates significant differences.
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monthly, Lane records servicing transactions and changes in unrealized holding gains and losses based on information in the brokerdealer's monthly statement. Lane compares the broker-dealer information with its expectations based on published information
and investigates significant differences.

8.12 Paragraph .05 of AU-C section 402, Audit Considerations Relating to
an Entity Using a Service Organization (AICPA, Professional Standards), does
not apply to services that are limited to processing an entity's transactions that
are specifically authorized by the entity, such as the processing of checking account transactions by a bank or the processing of financial instrument transactions by a broker (that is, when the user entity retains responsibility for authorizing the transactions and maintaining the related accountability). Because
Lane retains responsibility for authorizing the transactions and maintaining
the related accountability, AU-C section 402 is not applicable in scenario A.

The Auditor’s Assessment of Control Risk
8.13 The auditor concludes that audit risk can be reduced to an acceptable
level without testing Lane's controls over financial instruments and financial
instrument transactions. In addition, the auditor concludes that the number of
financial instruments and financial instrument transactions is small enough
that gathering audit evidence about the operating effectiveness of Lane's controls sufficient to support an assessment of control risk as low or moderate is
not likely to significantly improve audit efficiency.
8.14 However, if the number of transactions increases in future years, the
auditor will reconsider that conclusion. For example, the auditor may be able to
reduce the number of trades tested by gathering audit evidence about the operating effectiveness of Lane's control that involves comparing the information in
the trade confirmation with its record of the trade it directed the broker-dealer
to execute and investigating significant differences. Audit evidence might be
gathered by inspecting the documentation of the comparisons of trades, noting the timeliness of the comparison, and inspecting the documentation of the
analysis of results and investigation of significant differences.

The Auditor’s Design of Procedures
8.15 The auditor identifies the objectives for the audit of assertions about
financial instruments and financial instrument transactions and designs related procedures:
Audit Objective

Procedure

The recorded financial instruments
exist, and Lane has the rights and
obligations associated with
ownership of the recorded financial
instruments.

•

Confirm with the broker-dealer
the name of the investee, the
number of shares, whether the
shares are pledged, and that Lane
is the owner.

The recorded financial instrument
transactions occurred.

•

Inspect supporting
documentation, such as trade
confirmations or entries in the
broker-dealer's monthly
statements.

AAG-AFI 8.12
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All the financial instruments that
Lane owns and all its financial
instrument transactions have been
recorded.

103

Procedure

•

•
The financial instruments are
recorded at their fair value,
determined by following the
requirements of FASB Accounting
Standards Codification (ASC) 320,
Investments—Debt and Equity
Securities.

•

Realized and unrealized holding
gains and losses are properly
reported as earnings or other
comprehensive income.

•

•

•

Test management's reconciliation
of the fair value of the financial
instruments at the beginning and
end of the year to the information
provided by the broker-dealer.
Perform analytical procedures on
dividends and realized and
unrealized gains and losses.
Obtain the per-share price quoted
by the exchange at the balance
sheet date and compare the
quoted price with the price that
Lane used.
Test the extension of the number
of shares at the quoted price.
Evaluate management's
considerations in ensuring that
the requirements of FASB ASC
320 were satisfied.
Review journal entries for
propriety.

The financial instruments are
properly classified.

•

Gather audit evidence about the
classification of the financial
instruments as available for sale.

Disclosures about financial
instruments and financial
instrument transactions are
adequate.

•

Read the financial statements
and compare the disclosures
about financial instruments and
financial instrument transactions
with the requirements of FASB
ASC 320-10-50.

Scenario B—Discretionary Investing Arrangement With
Two Service Organizations: an Investment Adviser and
a Broker-Dealer
8.16 In this scenario, Lane has authorized the investment adviser to initiate trades on its behalf under a discretionary arrangement, and the brokerdealer executes the trades and holds and services financial instruments purchased.

The Understanding of Processes and Controls the Auditor
Needs to Assess the Risk of Material Misstatement
8.17 In order to assess the risks of material misstatements, the auditor
would obtain the following understanding of processes and controls:
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The investment adviser initiates trades within parameters set by
Lane, and the investment adviser directs the broker-dealer to execute them.
The broker-dealer sends a confirmation of each trade to the investment adviser and Lane, which Lane usually receives within three
business days.
Lane records the trade in the applicable general ledger accounts
when it receives the trade confirmation.3
Monthly, the broker-dealer sends the investment adviser and
Lane a statement that includes trades, servicing transactions, a
description of the financial instruments held, and the fair value of
each of those financial instruments.
Quarterly, the investment adviser provides Lane with a summary of trades it has initiated and the performance of the financial instruments' portfolio. Monthly, Lane compares the information about trades and the components of its financial instruments' portfolio shown in its accounting records (which are
recorded based on confirmations and statements from the brokerdealer) with the information in the investment adviser's monthly
statement and identifies and investigates any significant differences.
At the end of the year, Lane records any trades initiated by the
investment adviser for which confirmations have not been received. Information for recording that information is obtained
from Lane's reconciliation of the investment adviser's information
with the broker-dealer's information.
Monthly, Lane records servicing transactions and changes in unrealized holding gains and losses based on information in the brokerdealer's monthly statement. Lane compares the broker-dealer information with its expectations based on published information
and investigates significant differences.
The broker-dealer's execution of trades and holding of financial
instruments are not part of Lane's information system.

8.18 With respect to whether obtaining an understanding of the controls
of the investment adviser and broker-dealer is necessary to plan the audit, the
auditor concludes there is a high degree of interaction between Lane's activities
and those of the broker-dealer and investment adviser. Lane is able to and elects
to implement effective controls over the activities of the broker-dealer and the
investment adviser, including the investment adviser's controls over initiation
of trades and the broker-dealer's controls over servicing financial instruments.
Lane performs the following procedures:

r
r

Reconciles the investment adviser's information with the brokerdealer's information and investigates significant differences
Compares broker-dealer information about servicing and fair values with its expectations based on published information and investigates significant differences

3 In this scenario, recording trades when Lane Components, Inc. (Lane) receives the brokerdealer's monthly statements may also be an effective control for Lane.
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Accordingly, obtaining an understanding of the investment adviser's and
broker-dealer's controls over those services is not necessary.

The Auditor’s Assessment of Control Risk
8.19 The auditor concludes that audit risk can be reduced to an acceptable
level without tests of Lane's controls over financial instruments and financial
instrument transactions. In addition, the auditor concludes that the number of
financial instruments and financial instrument transactions is small enough
that gathering audit evidence about the operating effectiveness of Lane's controls sufficient to support an assessment of control risk as low or moderate is
not likely to significantly improve audit efficiency.
8.20 However, if the number of transactions increases in future years, the
auditor will reconsider that conclusion. For example, the auditor may be able
to reduce the number of trades tested by gathering audit evidence about the
operating effectiveness of Lane's controls over the reconciliation of the investment adviser's information with the broker-dealer's information and by identifying and investigating any significant differences. Such audit evidence might
be gathered by inspecting the documentation of some of the reconciliations, noting their timeliness, and inspecting the documentation of the analysis of results
and investigation of significant differences.

The Auditor’s Design of Procedures
8.21 The auditor identifies the objectives for the audit of assertions about
financial instruments and financial instrument transactions and designs related procedures:
Audit Objective

Procedure

The recorded financial instruments
exist, and Lane has the rights and
obligations associated with
ownership of the recorded financial
instruments.

•

Confirm with the broker-dealer
the name of the investee, the
number of shares, whether the
shares are pledged, and that Lane
is the owner.

The recorded financial instrument
transactions occurred.

•

Inspect supporting
documentation, such as trade
confirmations or entries in the
broker-dealer's monthly
statements.

All the financial instruments that
Lane owns and all its financial
instrument transactions have been
recorded.

•

Test the reconciliation of the
investment adviser's information
with the broker-dealer's
information.
Perform analytical procedures on
dividends and realized and
unrealized gains and losses.

•

(continued)

©2016, AICPA

AAG-AFI 8.21

106

Special Considerations in Auditing Financial Instruments

Audit Objective
The financial instruments are
recorded at their fair value,
determined by following the
requirements of FASB ASC 320.

Procedure

•

•
Realized and unrealized holding
gains and losses are properly
reported as earnings or other
comprehensive income.

•

•

Obtain the per-share price quoted
by the exchange at the balance
sheet date, and compare the
quoted price with the price Lane
used.
Test the extension of the number
of shares at the quoted price.
Evaluate management's
considerations in ensuring that
the requirements of FASB ASC
320 were satisfied.
Review journal entries for
propriety.

The financial instruments are
properly classified.

•

Gather audit evidence about the
classification of the financial
instruments as available for sale.

Disclosures about financial
instruments and financial
instrument transactions are
adequate.

•

Read the financial statements,
and compare the disclosures
about financial instruments and
financial instrument transactions
with the requirements of FASB
ASC 320-10-50.

Scenario C—Discretionary Investing Arrangement
With One Service Organization: a Broker-Dealer
8.22 In this scenario, the broker-dealer initiates trades under a discretionary arrangement with Lane and also executes the trades and holds and
services the financial instruments purchased.

The Understanding of Processes and Controls the Auditor
Needs to Assess the Risks of Material Misstatements
8.23 In order to plan the audit, the auditor obtains the following understanding of processes and controls:

r
r
r
r
r
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The broker-dealer initiates trades within parameters set by Lane
and also executes the trades.
The broker-dealer sends a confirmation of each trade to Lane,
which Lane usually receives within three business days.
Lane records the trade in the applicable general ledger accounts
when it receives the trade confirmation.
Monthly, the broker-dealer sends Lane a statement that includes
trades, servicing transactions, a description of the financial instruments held, and the fair value of each of those financial instruments.
Monthly, Lane compares the information about trades and the
components of its financial instruments' portfolio that are shown
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in its accounting records with the broker-dealer's monthly statement and investigates significant differences.
Monthly, Lane records servicing transactions and changes in unrealized holding gains and losses based on information in the brokerdealer's monthly statement. Lane compares the broker-dealer information with its expectations based on published information
and investigates significant differences.

8.24 Following the guidance in AU-C section 402, the auditor concludes
the following:

r
r

Initiating trades, servicing financial instruments, and providing
fair value information are broker-dealer services that are part of
Lane's information system.
The broker-dealer's execution of trades and holding of securities
are not part of Lane's information system.

8.25 With respect to whether obtaining an understanding of the brokerdealer's controls is necessary to plan the audit, the auditor concludes one of the
following:

r

Because the broker-dealer initiates and executes trades, all the
information about trades that is available to Lane comes from the
broker-dealer. Accordingly, the broker-dealer's controls over the
initiation of trades are significant to Lane's internal control over
financial instrument transactions. Information about the manner
in which trades are initiated by the broker-dealer, as well as the
broker-dealer's controls over that process, is needed to plan the
audit. The auditor decides that an effective broker-dealer control
over initiation of trades would be both of the following:
— Establishing independent departments that provide the
investment advisory services and the holding and servicing of financial instruments
— Reconciling the information about the financial instruments that is provided by each department

r

Based on available information, the auditor believes the brokerdealer has such controls.4
The broker-dealer's controls over servicing financial instruments
and providing fair value information are not significant to Lane's
internal control over financial instrument transactions because
Lane does both of the following:
— Compares broker-dealer information about servicing and
fair values with its expectations based on published information
— Investigates significant differences
Accordingly, obtaining an understanding of the broker-dealer's
controls over those services is not necessary to plan the audit.

4 To help plan the audit, the auditor may gather information about broker-dealer controls over
existence and completeness assertions from a variety of sources. Examples are a service auditor's type
2 report, manuals provided by the broker-dealer, and inquiries of broker-dealer personnel.
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The Auditor’s Assessment of Control Risk
8.26 As discussed in paragraph .A7 of AU-C section 402, the significance
of the controls at the service organization to the user entity's internal control
also depends on the degree of interaction between the service organization's
activities and those of the user entity. The degree of interaction refers to the
extent to which a user entity is able to and elects to implement effective controls over the processing performed by the service organization. For example,
a high degree of interaction exists between the activities of the user entity and
those at the service organization when the user entity authorizes transactions,
and the service organization processes and accounts for those transactions. In
these circumstances, it may be practicable for the user entity to implement effective controls over those transactions. On the other hand, when the service
organization initiates or initially records, processes, and accounts for the user
entity's transactions, a lower degree of interaction exists between the two organizations. In these circumstances, the user entity may be unable to or may
elect not to implement effective controls over these transactions at the user entity and may rely on controls at the service organization. In this arrangement,
when the broker-dealer both initiates and executes trades, the broker-dealer
provides all the information about trades that is available to the auditor. In
addition, the broker-dealer's initiation and execution services are largely provided electronically. Accordingly, the auditor concludes that audit risk cannot
be limited sufficiently without obtaining the following audit evidence about the
operating effectiveness of the broker-dealer's controls:5

r
r

Establishing independent departments that provide the investment advisory services and the holding and servicing of financial
instruments
Reconciling the information about the financial instruments that
is provided by each department

8.27 If the audit evidence about the operating effectiveness of these controls supports an assessment of control risk as low or moderate, the auditor may
be able to reduce the number of trades tested. The resulting audit efficiencies
will become more noticeable as the number of trades increases.

The Auditor’s Design of Procedures
8.28 The auditor gathers audit evidence that the broker-dealer has implemented the controls described in paragraph 8.23 and that those controls are
operating effectively.6 The auditor then identifies the objectives for the audit of
assertions about financial instruments and financial instrument transactions
and designs related procedures:7
5 As a practical matter, Lane's management should view information about the operating effectiveness of the broker-dealer's controls as an important part of its risk management considerations.
6 The audit evidence can be obtained a variety of ways, such as a type 2 service auditor's report
or special procedures performed by the broker-dealer's internal or external auditors.
7 In scenarios A and B, the auditor concludes that audit risk can be reduced to an acceptable
level without identifying controls placed in operation and gathering evidential matter about their
operating effectiveness. In this scenario, however, the auditor concludes that identifying broker-dealer
controls over the existence and completeness assertions and gathering evidential matter about their
operating effectiveness is necessary to reduce audit risk to an acceptable level. The only difference
in the nature of substantive procedures is that in this scenario, analytical procedures are the only
procedures performed to determine whether all the securities that Lane owns and all its securities
transactions have been recorded. However, in scenarios A and B, reconciliation procedures are also
performed.
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Audit Objective

Procedure

The recorded securities exist, and
Lane has the rights and obligations
associated with ownership of the
recorded financial instruments.

•

Confirm with the broker-dealer
the name of the investee, the
number of shares, whether the
shares are pledged, and that Lane
is the owner.

The recorded financial instrument
transactions occurred.

•

Inspect supporting
documentation, such as trade
confirmations or entries in the
broker-dealer's monthly
statements.

All the financial instruments that
Lane owns and all its financial
instrument transactions have been
recorded.

•

Perform analytical procedures on
dividends and realized and
unrealized gains and losses.

The financial instruments are
recorded at their fair value,
determined by following the
requirements of FASB ASC 320.

•

Obtain the per-share price quoted
by the exchange at the balance
sheet date and compare the
quoted price with the price that
Lane used.
Test the extension of the number
of shares at the quoted price.

•
Realized and unrealized holding
gains and losses are properly
reported as earnings or other
comprehensive income.

109

•

•

Evaluate management's
considerations in ensuring that
the requirements of FASB ASC
320 were satisfied.
Review journal entries for
propriety.

The financial instruments are
properly classified.

•

Gather audit evidence about the
classification of the financial
instruments as available for sale.

Disclosures about financial
instruments and financial
instrument transactions are
adequate.

•

Read the financial statements,
and compare the disclosures
about financial instruments and
financial instrument transactions
with the requirements of FASB
ASC 320-10-50.

Performing Audit Procedures in Response to Assessed Risk
8.29 External confirmation procedures frequently may be relevant when
addressing assertions associated with account balances and their elements but
need not be restricted to these items. For example, the auditor may request external confirmation of the terms of agreements, contracts, or transactions between an entity and other parties. External confirmation procedures also may
be performed to obtain audit evidence about the absence of certain conditions.
For example, a request may specifically seek confirmation that no side agreement exists that may be relevant to an entity's revenue cut-off assertion.
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Audit Considerations Relating to an Entity Using
a Service Organization
8.30 In determining the nature and extent of audit evidence to be obtained
for financial statement balances representing assets held or transactions processed by a service organization for a user entity, the following procedures may
be considered by the user auditor:
a. Inspecting records and documents held by the user entity. The reliability of this source of evidence is determined by the nature and
extent of the accounting records and supporting documentation retained by the user entity. In some cases, the user entity may not
maintain independent detailed records or documentation of specific
transactions undertaken on its behalf.
b. Inspecting records and documents held by the service organization.
The user auditor's access to the records of the service organization may be established as part of the contractual arrangements
between the user entity and service organization. The user auditor
may also use another auditor on its behalf to gain access to the user
entity's records maintained by the service organization or may ask
the service organization through the user entity for access to the
user entity's records maintained by the service organization.
c. Obtaining confirmations of balances and transactions from the service organization. When the user entity maintains independent
records of balances and transactions, confirmation from the service organization corroborating those records usually constitutes
reliable audit evidence concerning the existence of the transactions
and assets concerned. For example, when multiple service organizations are used, such as an investment manager and a custodian,
and these service organizations maintain independent records, the
user auditor may confirm balances with these organizations in order to compare this information with the independent records of
the user entity. If the user entity does not maintain independent
records, information obtained in confirmations from the service organization is merely a statement of what is reflected in the records
maintained by the service organization. Therefore, such confirmations do not, taken alone, constitute reliable audit evidence. In these
circumstances, the user auditor may consider whether an alternative source of independent evidence can be identified.8
d. Performing analytical procedures on the records maintained by the
user entity or on the reports received from the service organization.
The effectiveness of analytical procedures is likely to vary by assertion and will be affected by the extent and detail of information
available.

8 Paragraph .A27 of AU-C section 402, Audit Considerations Relating to an Entity Using a Service
Organization (AICPA, Professional Standards).
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Audit Evidence—Speciﬁc Considerations
for Selected Items
Investments in Financial Instruments When Valuations
Are Based on Cost
8.31 Procedures to obtain evidence about the valuation of financial instruments that are recorded at cost may include inspection of documentation of the
purchase price, confirmation with the issuer or holder, and testing discount or
premium amortization either by recomputation or through the use of analytical
procedures.9

9 Paragraph .A3 of AU-C section 501, Audit Evidence—Specific Considerations for Selected Items
(AICPA, Professional Standards).
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Chapter 9

Case Study of the Use of a Put Option
to Hedge an Available-for-Sale Security
Update 9-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification (ASC) 960,
Plan Accounting—Defined Benefit Pension Plans, through FASB ASC 965 on
plan accounting), FASB ASU No. 2016-01, Plan Accounting—Health and Welfare Benefit Plans, is effective for fiscal years beginning after December 15,
2018, and interim periods within fiscal years beginning after December 15,
2019. Early application is permitted for all other entities as of the fiscal years
beginning after December 15, 2017, including interim periods within those
fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive income the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
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For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

9.01 In this case study, the entity owns 1 million shares of stock of a publicly traded company. The entity has a significant unrealized gain related to this
investment and, therefore, is exposed to a decline in fair value of the shares. In
order to hedge this exposure, the entity enters into a fair value hedge, using a
put option as the hedging instrument.
9.02 By purchasing the put option, the entity has the right to sell its shares
to the writer at the strike price, which, in this case study, is the current trading
price of $50 per share. To obtain this right, the entity pays the writer a premium.
9.03 The most fundamental characteristic of every option is the uneven
allocation of risk and reward. The holder of the option (the entity, in this case
study) receives a larger potential gain than it does risk of loss. In this case
study, the entity's profits on the option increase dollar for dollar as the value
of the underlying stock falls below the strike price. However, if the price of the
underlying stock rises above the strike price, the entity simply will not exercise
its option and can lose no more than the option premium it paid the writer.
9.04 The value of an option during its life has two components: the intrinsic value and time value. The intrinsic value is defined by the FASB ASC
glossary as the amount by which fair value of the underlying stock exceeds
the exercise price of an option. Intrinsic value is the net amount that would
be realized upon immediate exercise of the option and sale of the underlying
instrument. The intrinsic value can never be negative for the option holder.
9.05 The time value is the excess of the total fair value of the option over
its intrinsic value. Time value represents the premium that a rational investor
would pay for an option based on the likelihood that, and degree to which, the
fair value of the underlying stock may exceed the exercise price of the option
before the option expires. Time value can never be negative for the holder and
only decreases to zero when the option reaches its expiration date.
9.06 The "Accounting Considerations" section illustrates accounting for
a fair value hedge, including the documentation normally required at the inception of the hedge and the assessment of hedge effectiveness, and using a
primarily substantive approach, it demonstrates the application of the guidance contained in AU-C section 501, Audit Evidence—Specific Considerations
for Selected Items (AICPA, Professional Standards), to a fair value hedge.

Accounting Considerations 1
Description of the Transaction
9.07 Sternwood owns 1 million shares of JKM, Inc.'s (JKM's) publicly
traded stock. Sternwood classifies these shares as available for sale and accounts for them in accordance with FASB ASC 320, Investments—Debt and
Equity Securities. The shares were acquired for $48 million. As of January 1,
1

For simplicity, this case study ignores income tax consequences.
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20X1, these shares are trading at $50 per share, and Sternwood has an unrealized gain on the investment of $2 million ($50 million fair value at the $50 per
share fair value minus the $48 million cost), which is reported in accumulated
other comprehensive income.
9.08 Sternwood wants to lock in its unrealized gain. To accomplish this, it
purchases a put option on the shares from First Bank for $200,000. This option
allows Sternwood to sell (or put) its 1 million shares of JKM stock to First Bank
at $50 per share at December 31, 20X1.
9.09 Sternwood designates the option as a hedge of the exposure to a decline in the fair value of its investment in JKM. All criteria for hedge accounting
have been met, and the entity has documented the hedge using the following
memo:
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Exhibit 9-1 2 —Sternwood’s Considerations in Designating
the Put Option as a Hedge of the Fair Value of an
Available-for-Sale Security
Risk
management
objective and
nature of risk
being hedged

The objective of the hedge is to lock in the unrealized
gain on the investment in JKM, Inc. (JKM) stock
classified as available for sale. Changes in the intrinsic
value of the put option are expected to be completely
effective in offsetting the declines in the investment's
fair value below $50 per share.

Date of
designation

January 1, 20X1.

Hedging
instrument

Put option on 1 million JKM shares. The option allows
Sternwood to sell its shares to First Bank on December
31, 20X1, at $50 per share.

Hedged item

Investment in 1 million shares of JKM stock.

How hedge
effectiveness
will be assessed

Sternwood will assess the effectiveness of the hedge by
comparing changes in the intrinsic value of the put
option with changes in the fair value of the investment
in JKM shares. Because the option provides only
one-sided protection, effectiveness is required to be
assessed only during those periods the put option has an
intrinsic value. Because the critical terms of the hedging
instrument match the hedged transaction, Sternwood
concluded that the changes in the intrinsic value of the
option will be completely effective at offsetting the
changes in the fair value of its investment in the 1
million shares of JKM. Because changes in the time
value of the option have been excluded from the
assessment of the hedge's effectiveness, changes in these
amounts will be included in earnings during the periods
they occur.

2 FASB Accounting Standards Codification (ASC) 815-20-25-3(b)(2) requires formal documentation at the inception of the hedge of the hedging relationship and the entity's risk management
objective and strategy for undertaking the hedge, including identification of the

•
•
•
•

hedging instrument.

•

method that will be used to measure hedge ineffectiveness (including those situations in
which the change in fair value method described in paragraphs 31–32 of FASB ASC 81530-35 will be used).

hedged item or transaction.
nature of the risk being hedged.
method that will be used to retrospectively and prospectively assess the hedging instrument's effectiveness. There should be a reasonable basis for how the entity plans to assess
the hedging instrument's effectiveness.
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How hedge
ineffectiveness
will be
measured3

On a quarterly basis, hedge ineffectiveness will be
measured by comparing the changes in the option's
intrinsic value with the changes in fair value of the
investment in JKM shares below $50 per share. Changes
in the option's time value will be excluded from the
measurement of ineffectiveness and recognized directly
in earnings each period.

9.10 The share price and fair value of Sternwood's investment in JKM
stock are as follows:
Share
Price

Fair Value

January 1, 20X1

$50

$50,000,000

March 31, 20X1

60

60,000,000

June 30, 20X1

45

45,000,000

September 30, 20X1

40

40,000,000

December 31, 20X1

30

30,000,000

9.11 The fair value, intrinsic value, and time value of the put option are
as follows:
(A)
Fair Value

(B)
Intrinsic Value

(A)–(B)
Time Value

January 1, 20X1

$200,000

—

$200,000

March 31, 20X1

180,000

—

180,000

5,150,000

$5,000,000

150,000

September 30, 20X1

10,050,000

10,000,000

50,000

December 31, 20X1

20,000,000

20,000,000

June 30, 20X1

Journal Entries
9.12 The following journal entries would be made by Sternwood at January 1; March 31; June 30; September 30; and December 31, 20X1, when the
shares are sold. (For simplicity, this case study ignores the impact of commissions and other transaction costs and initial margin.)

3

See footnote 2.
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January 1, 20X1
Put option

$200,000

Cash

$200,000

To record the purchase of the put option.
March 31, 20X1
Unrealized gain or loss on put option

$20,000

Put option

$20,000

To charge earnings for the reduction in the
option's fair value caused by the reduction in
its time value.
Investment in JKM stock

$10,000,000

Other comprehensive income

$10,000,000

To credit other comprehensive income for the
increase in the fair value of the investment in
JKM stock. (Note that there was no change in
the intrinsic value of the put option.)
June 30, 20X1
Unrealized gain or loss on put option

$30,000

Put option

$30,000

To charge earnings for the reduction in the
option's fair value caused by the reduction in
its time value.
Put option

$5,000,000

Unrealized gain or loss on put option

$5,000,000

To credit earnings for the increase in the put
option's fair value caused by the increase in
its intrinsic value.
Other comprehensive income
Unrealized loss on the investment in JKM stock

$10,000,000
5,000,000

Investment in JKM stock

$15,000,000

To record the reduction in the fair value of the
investment in JKM stock. (Note that the loss
charged to earnings equals the $5 million
increase in the option's intrinsic value. The
remainder of the loss is charged to other
comprehensive income.)
September 30, 20X1
Unrealized gain or loss on put option
Put option

$100,000
$100,000

To charge earnings for the reduction in the fair
value of the put option caused by the
reduction in its time value.
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$5,000,000

Unrealized gain or loss on put option

$5,000,000

To credit earnings for the increase in the put
option's fair value caused by the increase in its
intrinsic value.
Unrealized loss on the investment in JKM stock

$5,000,000

Investment in JKM stock

$5,000,000

To charge earnings for the reduction in the fair
value of the investment in JKM stock. (Note
that the entire loss is recognized in earnings
because the loss is equal to the increase in the
put option's intrinsic value.)
December 31, 20X1
Unrealized gain or loss on put option

$50,000

Put option

$50,000

To charge earnings for the reduction in the fair
value of the put option caused by the reduction
in its time value.
Put option

$10,000,000

Unrealized gain or loss on put option

$10,000,000

To credit earnings for the increase in the fair
value of the put option caused by the increase
in its intrinsic value. (This entry would be
made prior to the settlement of the put option.)
Unrealized loss on investment in JKM stock

$10,000,000

Investment in JKM stock

$10,000,000

To charge earnings for the reduction in the fair
value of the investment in JKM stock. (Note
that the entire reduction in fair value is
charged to earnings because it is equal to the
increase in the put option's intrinsic value.)
Cash

$50,000,000

Investment in JKM stock

$30,000,000

Put option

20,000,000

To record the receipt of $5 million cash for
settlement of the put option through delivery
of the JKM stock at a price of $50 per share to
First Bank.
Accumulated other comprehensive income
Realized gain on investment in JKM stock

$2,000,000
$2,000,000

To reclassify unrealized gain on the JKM stock
from accumulated other comprehensive
income to earnings because the gain was
realized through the sale of the shares to First
Bank.
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Analysis
9.13 Even though the fair value of the investment in JKM stock fell to
$30 per share, Sternwood was able to lock in a $50 share price as a result of
entering into the put option. Thus, it was able to realize the gain of $2 million
(less the $200,000 premium paid for the option).
9.14 Changes in the intrinsic value of the put option were highly effective
at offsetting changes in the fair value of Sternwood's investment in JKM stock.
Thus, each change in the intrinsic value of the put option recognized in earnings
was offset by an equal amount of change in the fair value of the investment in
JKM stock. Accordingly, there is no ineffectiveness. In addition, the premium
paid for the put option was charged to earnings as the time value portion of the
put option changed.

Auditing Considerations
Description of the Entity
9.15 Sternwood owns 1 million shares of JKM stock and reports its investment in the stock at its $50 million fair value that includes $2 million of
unrealized gain. To lock in this gain, Sternwood purchases a put option that
gives it the option of selling its 1 million JKM shares at the existing market
price of $50 per share.
9.16 Overall, Sternwood's control environment is considered to be good.
However, the entity is not experienced in derivative strategies; in fact, this particular transaction is its first derivative or hedging transaction. Although investing in derivatives and developing hedging strategies is new for Sternwood,
it has formalized a risk management policy developed by its investment committee and approved by the board of directors. That policy includes a description
of allowable products and the approvals required for their usage.
9.17 The investment committee authorized the purchase of the put option.
It formally designated the put option as a hedge of the exposure to a decline in
the fair value of Sternwood's investment in JKM stock. All criteria for hedge
accounting have been met, and Sternwood has properly documented the hedge
in accordance with FASB ASC 815-20-25-3.

Summary of Accounting
9.18 The put option will be reported at its fair value. Changes in the intrinsic value of the put option will be recorded in earnings and offset by changes
in the fair value of the investment in JKM stock. Because changes in the time
value of the put option have been excluded from the assessment of hedge effectiveness, they will be included in earnings in the reporting period in which they
occur. When management sells the JKM stock, the amounts included in accumulated other comprehensive income pertaining to the $2 million unrealized
gain on the stock will be recognized immediately in earnings.

Types of Potential Misstatements
9.19 Improper use of hedge accounting under FASB ASC 815, Derivatives and Hedging. For example, management may apply hedge accounting,
even though the hedged exposure does not qualify for hedge accounting, or the
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entity lacks the appropriate documentation. Additionally, management may incorrectly assess hedge effectiveness, resulting in the application of hedge accounting when it should not be applied. (Note that the opposite risk [that is,
the risk of not applying hedge accounting when it should be applied] is not
considered a misstatement risk because the use of hedge accounting is discretionary.) In addition, gains and losses on the put option and investment may
not have been properly recorded (for example, they may have been recorded in
an improper amount or the wrong accounting period).
9.20 Unreasonable fair value estimates. The fair value of the put option,
hedged item, or both may be improperly determined or recorded.
9.21 Completeness. All gains and losses may not have been recorded.
9.22 Presentation. Presentation and disclosure may be inadequate.

Inherent Risk Factors to Consider for This Transaction in Assessing
the Risks of Material Misstatement
9.23 The following inherent risk factors have been identified to be high
risk:

r

r

Accounting for the use of the put option as a fair value hedge of an
available-for-sale security requires consideration of complex accounting principles the entity may not be familiar with because
this is its first derivative transaction. This increases the inherent risk for the following assertions: accuracy, classification, rights
and obligations, completeness, and valuation and allocation. Additionally, this increases the inherent risk for the presentation and
disclosure assertions, specifically completeness, classification and
understandability, and accuracy and valuation.
The put option is not exchange traded, which increases the inherent risk for valuation and allocation assertions.

Based on the preceding factors, the auditor determines inherent risk for each
of these assertions to be high.

Control Risk
9.24 The put option is Sternwood's first derivative, and its use is Sternwood's first hedging activity. Accordingly, the auditor assessed control risk for
the financial statement assertions relevant to the put option as high. That assessment was based on the auditor's conclusion that it would be more effective
and efficient to take a primarily substantive approach to the audit rather than
perform the procedures needed to support an assessment of control risk as low
or moderate.

Timing of Procedures
9.25 The relevant assertions associated with this transaction will be substantively tested at year-end. This decision is influenced by the assessment of
control risk as high, the fact that this is an isolated transaction, and the design
of the substantive procedures subsequently discussed.

Materiality
9.26 The transaction is considered material.
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Design of Procedures
9.27 The auditor defined the following objectives and related procedures
for the audit of assertions about the put option and investment in JKM stock:
Audit Objective

Procedure

The put option
exists and meets
the definition of
a derivative.

•

The transaction
qualifies for
hedge
accounting.

•

•

•
•
•
•
•

Confirm the terms of the put option with the
counterparty.
Determine whether the put option has the
characteristics required by FASB Accounting
Standards Codification (ASC) 815-10-15-83 for a
derivative.
Determine whether the documentation of the hedge is
sufficient to meet the requirements of FASB ASC
815-20-25 for hedge accounting.
Determine whether the put option is eligible for hedge
accounting.
Determine whether the entity is evaluating hedge
effectiveness in accordance with its policy, and test
the assumptions used in calculating effectiveness.
Reevaluate whether the hedge has been effective and
will continue to be effective on an ongoing basis.
Determine whether the put option has been adjusted
for gains and losses and that such gains and losses
have been recorded in earnings.
Determine whether Sternwood has properly
discontinued hedge accounting if
— any of the qualifying criteria of FASB ASC
815-20-25 are no longer met.
— the put option expired or is sold, terminated, or
exercised.
— the entity removed the designation of the fair
value hedge.

The valuation of
the put option is
reasonable
(alternative A).
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•

Confirm with the counterparty the fair value of the
put option as of the balance sheet date. In confirming
the fair value, consider the guidance in AU-C section
620, Using the Work of an Auditor's Specialist
(AICPA, Professional Standards).
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Audit Objective
The valuation of
the put option is
reasonable
(alternative B if
alternative A is
not effective).

Procedure

•

Test the entity's assumptions in determining fair
value:
— Agree the strike price to appropriate supporting
documentation, such as the broker's advice.
— Evaluate the reasonableness of Sternwood's
estimate of the volatility of JKM's stock price.
Sternwood's estimate of the volatility should be
comparable to the historical volatility of the
securities over the most recent period that is
commensurate with the term of the option.
— Agree the current price of JKM shares that is
used by Sternwood to calculate the fair value of
the put option to appropriate supporting
documentation (for example, agree to closing
stock price as published in the Wall Street
Journal).
— Evaluate the reasonableness of Sternwood's
estimate of the risk-free interest rate for the
expected term of the option by agreeing the
interest rate to the rate currently available on
zero-coupon U.S. government issues with a
remaining term equal to the term of the option.
— Using the assumptions tested in the four
previous steps, test the fair value of the option
by performing either of the following steps:

•
•

Test the reliability of the model, and
determine whether Sternwood's calculation
of fair value appears reasonable.
Recompute Sternwood's estimate of the
option's fair value through the use of
Bloomberg calculators or other valuation
software.

The valuation of
the investment
in JKM stock is
reasonable.

•

Agree the fair value of JKM securities to an
independent source.4

Presentation is
appropriate and
disclosure
adequate.

•

Read the financial statements, and compare the
presentation and disclosure with the requirements of
FASB ASC 815, Derivatives and Hedging, and 320,
Investments—Debt and Equity Securities.

4 If quoted market prices were not available, the auditor could recompute the fair value based
on established valuation techniques, such as present value analysis and pricing models. The auditor
could also determine whether the assumptions used in computing fair value represent the appropriate
assumptions as of the reporting date. See paragraph 1.26 of this guide that discusses level 3 inputs
(that is, unobservable inputs for a financial asset or liability).
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Chapter 10

Case Study of Separately Accounting
for a Derivative Embedded in a Bond
Update 10-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification (ASC) 960,
Plan Accounting—Defined Benefit Pension Plans, through FASB ASC 965 on
plan accounting), FASB ASU No. 2016-01, Plan Accounting—Health and Welfare Benefit Plans, is effective for fiscal years beginning after December 15,
2018, and interim periods within fiscal years beginning after December 15,
2019. Early application is permitted for all other entities as of the fiscal years
beginning after December 15, 2017, including interim periods within those
fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive income the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
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Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

10.01 In this case study, the entity purchases convertible bonds. The terms
of the conversion feature allow the holder of the bonds the option of requiring the bond issuer to settle the bonds by converting each bond to a specified
number of the issuer's shares. These convertible bonds are a combination of an
interest-bearing bond and a conversion option.
10.02 Under FASB ASC 815-15-25, an embedded derivative, such as a
conversion option, must be separated from its host contract (in this case, the
bonds) and accounted for separately if certain criteria are met. This case study
illustrates how to apply the guidance on accounting for embedded derivatives
contained in FASB ASC 815, Derivatives and Hedging, including determining
the fair value of the embedded derivative and host contract. The case study
also provides an example of how to apply the guidance contained in AU-C section 501, Audit Evidence—Specific Considerations for Selected Items (AICPA,
Professional Standards), to an embedded derivative.

Accounting Considerations 1
Description of the Transaction
10.03 On September 24, 20X1, Martin, Inc. (Martin) purchased as an investment 100 of the $1,000, 5 percent convertible bonds issued by Larson Enterprises (Larson). The bonds have a conversion option under which Martin
can require Larson to settle the bonds at any time prior to their maturity by
converting each bond into 26.185 shares of Larson's publicly traded equity securities. For each bond, Martin paid $1,242.50 plus accrued interest of $19.98, for
a total price per bond of $1,262.48. Therefore, Martin paid $126,248 for the 100
bonds, consisting of $124,250 for the convertible bonds and $1,998 for accrued
interest. Martin classifies the bonds as available for sale.2
10.04 The convertible bonds are hybrid financial instruments that are a
combination of straight interest-bearing bonds and a conversion option. Because the option affects the value of the bonds in a manner similar to a derivative, Martin must analyze the hybrid instrument against the three criteria set
out in FASB ASC 815-15-25-1.3 If the bond meets all the criteria, the option is an
embedded derivative that must be accounted for separately from the straight
1

For simplicity, this case study ignores income tax consequences.
As noted in FASB Accounting Standards Codification (ASC) 320-10-25-5, the existence of the
conversion option on Larson Enterprises' (Larson's) stock would generally preclude Martin, Inc. (Martin) from classifying the bonds as held to maturity. A conversion option feature on a held-to-maturity
security will call into question an investor's stated intent to hold other debt securities to maturity in
the future.
3 Because Larson's equity securities are publicly traded, the option that requires physical delivery of those shares would be considered net settleable because the shares are readily convertible
into cash. As discussed in FASB ASC 815-10-15-18, if the shares were not readily convertible into
cash (for example, because they are privately held), the option would not be considered net settleable
and, therefore, would not be a derivative instrument subject to the requirements of FASB ASC 815,
Derivatives and Hedging, if freestanding.
2
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bonds. The straight bonds are considered to be the host contracts for the embedded derivative. Exhibit 10-1, "Martin, Inc., Comparison of the Conversion
Option in the Larson Enterprises' Bonds With the Criteria in FASB Accounting Standards Codification 815-15-25-1 for Separately Accounting for an Embedded Derivative," compares the option contained in the Larson convertible
bonds with the three criteria.
10.05 Paragraphs 4–5 of FASB ASC 815-15-25 permit fair value remeasurement of any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation. An entity that initially
recognizes a hybrid financial instrument that under FASB ASC 815-15-25-1
would be required to be separated into a host contract and derivative instrument may irrevocably elect to initially and subsequently measure that hybrid
financial instrument in its entirety at fair value (with changes in fair value recognized in earnings). A financial instrument should be evaluated to determine
that it has an embedded derivative requiring bifurcation before the instrument
can become a candidate for the fair value election. The fair value election shall
be supported by concurrent documentation or a preexisting documented policy
for automatic election. That recognized hybrid financial instrument could be an
asset or a liability, and it could be acquired or issued by the entity. That election
is also available when a previously recognized financial instrument is subject to
a remeasurement (new basis) event and the separate recognition of an embedded derivative. For purposes of FASB ASC 815-15-25-5, a remeasurement (new
basis) event is an event identified in accounting principles generally accepted
in the United States of America, other than the recognition of an other-thantemporary impairment, that requires a financial instrument to be remeasured
to its fair value at the time of the event but does not require that instrument
to be reported at fair value on a continuous basis with the change in fair value
recognized in earnings. Examples of remeasurement events are business combinations and significant modifications of debt, as defined in FASB ASC 470-50.
Per FASB ASC 815-15-25-6, the fair value election should not be applied to any
hybrid instruments listed in FASB ASC 825-10-50-8.
10.06 According to FASB ASC 815-15-25-5, the fair value election for hybrid financial instruments in paragraphs 4–5 of FASB ASC 815-15-25 may be
made on an instrument-by-instrument basis.
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Exhibit 10-1—Martin, Inc., Comparison of the Conversion Option in
the Larson Enterprises' Bonds With the Criteria in FASB Accounting
Standards Codification 815-15-25-1 for Separately Accounting for an
Embedded Derivative
Criterion

Analysis

Not clearly and closely related. The
economic characteristics and risks
of the embedded derivative
instrument are not clearly and
closely related to the economic
characteristics and risks of the host
contract.

Following the guidance in
paragraphs 30–34 of FASB
Accounting Standards Codification
(ASC) 815-10-15, because the option
is based on stock prices, it is not
clearly and closely related to the
straight bond.
Criterion is met.

Accounting for the hybrid
instrument. The hybrid instrument
that embodies both the embedded
derivative instrument and host
contract is not remeasured at fair
value under otherwise applicable
accounting principles generally
accepted in the United States of
America, with changes in fair value
reported in earnings as they occur.

Martin, Inc., classifies the bonds as
available for sale under FASB ASC
320-10-25-1. Accordingly, although
the bonds will be remeasured at fair
value, the changes in their fair value
will be reported in other
comprehensive income rather than
earnings.*

The embedded instrument is a
derivative. A separate instrument
with the same terms as the
embedded instrument meets the
definition of a derivative, subject to
the requirements of FASB ASC
815-10-15.

A conversion option would be a
derivative subject to the
requirements of FASB ASC 815,
Derivatives and Hedging.
Criterion is met.

Criterion is met.

* If Martin, Inc., instead classified the bonds as trading under FASB ASC
320, Investments—Debt and Equity Securities, the bonds would be remeasured at fair value, with changes in fair value reported in earnings as they occur. Accordingly, this criterion would not be met, and FASB ASC 815, Derivatives and Hedging, would prohibit accounting for the option separately from
the bond.
Because all three criteria are met, Martin should account for the option (that is,
embedded derivative) separately from the straight bond (that is, host contract).

Accounting for the Initial Purchase
10.07 Following is a summary of Martin's allocation of the price of the
convertible bonds between the option and straight bonds at the purchase date:
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Price per
Bond

× 100
Bonds

$1,242.50

× 100 $124,250

Total

Minus
Fair value of the option

$585.25

× 100

$58,525

$657.25

× 100

$65,725

A specialist engaged by Martin
estimated the fair value of the
option at $22.3505 per share using
a binomial option-pricing model.4
Each bond is convertible into 26.185
shares of Larson's common stock, so
the total fair value of the embedded
derivative is $585.25 per bond
($22.3505 per share multiplied by
26.185 shares per bond).
Equals Fair value of the straight bond5

10.08 To check the reasonableness of its estimate of the option's fair value,
Martin imputed the yield to maturity (YTM) on the straight bonds. Assuming
that the bonds have 8 years and 2 months to maturity, the imputed YTM on
them is 12.54 percent. If Larson had straight bonds outstanding, Martin could
compare the imputed YTM with the YTM of those bonds. However, Larson has
no straight bonds outstanding, so Martin compared the imputed YTM to the
YTM on straight bonds of similar credit quality (that is, B rated), which is approximately 12.5 percent to 13 percent. Therefore, Martin concluded that the
allocation of the purchase price between the option and straight bonds is reasonable.
10.09 The entry that Martin used to record the purchase of the bonds on
September 24, 20X1, is as follows:
Investment in conversion option
on Larson stock

$58,525

Investment in Larson bonds

65,7256

Accrued interest receivable
Cash

1,998
$126,248

4 In this case study, all the information necessary to measure the option is readily available
from published sources. If Martin could not reliably measure the embedded derivative, the entire
hybrid instrument would have to be measured at fair value, with gain or loss recognized in earnings.
In addition, FASB ASC 815 would prohibit Martin from designating the instrument as a hedging
instrument.
5 This with-and-without method for estimating the fair value of the straight bonds involves subtracting the fair value of the option from the fair value of the hybrid instrument. Consistent with FASB
ASC 815-15-30-2, the with-and-without method is the appropriate method for separating hybrid instruments into their components. Refer to FASB ASC 815-15-30-6 for guidance on the bifurcation of
embedded options based on contractual terms.
6 Recording the investment in the bonds at their fair value of $65,725 creates a $34,275 discount
from the $100,000 principal that should be amortized to interest income over the life of the bonds
using the interest method.
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Subsequent Accounting
10.10 Martin will accrete the basis of the bonds to $100,000 by their maturity date through credits to interest income. Unrealized appreciation in the
bonds is the difference between their fair value and the bonds' principal less
unamortized discount. Whenever it issues financial statements, Martin will estimate the fair values of the hybrid instrument and option, subtract the two to
determine the estimated fair value of the straight bonds, and recognize changes
in the unrealized appreciation of the

r
r

option in earnings (assuming it is not designated in a qualifying
hedging relationship).
straight bonds in other comprehensive income.

10.11 For example, assume that at the first measurement date after Martin purchased the bonds, using the with-and-without method used at the purchase date, Martin estimated the fair value of the straight bonds as follows:

r
r
r

Based on quotes from dealers, the fair value of the hybrid instrument has increased by $15,750, from $124,250 to $140,000.
A specialist engaged by Martin estimated that the fair value of
the option has increased by $6,475, from $58,525 to $65,000.
The fair value of the straight bonds therefore increased by $9,275,
from $65,725 to $75,000.

In addition, as of the first measurement date

r
r
r

the discount on the bonds has decreased by $3,500, from $34,275
to $30,775.
interest of $4,998 was received, of which $1,998 was for the accrual
at the date the bonds were purchased. The remaining $3,000 receipt relates to the current period.
of the $9,275 total increase in the fair value of the straight bonds,
$3,500 is recorded as discount amortization, with the remaining
$5,775 recorded as other comprehensive income. Total interest income recognized is $6,500, consisting of the $3,000 realized and
$3,500 discount amortization. Based on annualized calculations,
Martin concluded that the implicit yield is consistent with its initial YTM calculations.

10.12 Martin would make the following entry:
Cash

$4,998

Investment in conversion option on Larson
stock

6,475

Investment in Larson bonds

9,275

Accrued interest receivable

$1,998

Interest income

6,500

Earnings from
unrealized appreciation

6,475

Other comprehensive income from
unrealized appreciation

5,775
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Auditing Considerations
Description of the Entity
10.13 Although Martin has invested in financial instruments in the past,
it has not invested in a security with a feature that constitutes an embedded
derivative. However, Martin's board of directors exercises proper oversight and
authorization of all investing activities. In regard to the convertible bond investment, the board took an active role in understanding the risks of the investment and how it was priced and, ultimately, approving the transaction.
10.14 Martin also has other characteristics of a strong control environment:

r
r
r
r

Management has high integrity and ethical values.
Management philosophy and operating style are commensurate
with the demands and needs of a well-regarded business organization.
Management carefully assigns authority and responsibility to appropriate personnel.
Human resource policies and procedures are designed in a way
that the most qualified individuals are attracted to the organization, hired, trained, rewarded, and retained.

The bonds are held and serviced by a well-known bank with an investment
department that is widely respected.

Summary of Accounting
10.15 Under FASB ASC 815, the convertible bonds are hybrid instruments
that should be separated into two components: straight interest-bearing bonds
and a conversion option. Each component should be accounted for separately,
with the bonds (the host contract) accounted for as available-for-sale securities
under FASB ASC 320, Investments—Debt and Equity Securities, and the option accounted for as an embedded derivative under FASB ASC 815. Martin
estimates the fair value of the straight bonds by subtracting the fair value of
the embedded option from the fair value of the hybrid instrument.

Types of Potential Misstatements
10.16 There could be departures from the recognition measurement and
disclosure requirements of FASB ASC 815 for the embedded derivative instrument, such as

r
r
r
r

a failure to identify the option and account for it separately from
the straight bond.
errors in determining the fair values of the components when allocating the purchase price and at subsequent measurement dates.
errors in accounting for changes in fair value.
inadequate presentation and disclosure in the financial statements.

In addition, there is the risk of departures from the measurement and disclosure requirements of FASB ASC 320 for the straight bonds.
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Inherent Risk Factors to Consider for This Transaction in Assessing
the Risks of Material Misstatement
10.17 The risk factors the auditor considered are

r
r

the option may not be identified because it is a feature of the convertible bonds.
due to the lack of experience of Martin's accounting personnel with
this type of transaction, the option may not be accounted for separately from the straight bonds.

Estimating the fair value of the option requires judgment in applying an optionpricing model and determining the underlying assumptions. Based on the preceding factors, the auditor determines inherent risk to be high.

Control Risk
10.18 Martin's investing department has a history of investing in debt
and equity securities. Controls over the department's activities include

r
r
r

segregation of duties between purchase and sale transaction authorization, bookkeeping, and custody.
reasonably good management oversight.
supervisory personnel in the department review ongoing fair
value calculations prepared internally and provided by third parties, mark-to-market adjustments, and related journal entries.

10.19 However, the purchase of the convertible bonds is the first transaction of this nature for Martin. Certain risks associated with accounting for this
instrument (for example, the identification of, and separate accounting for, the
embedded derivative and use of the binomial option-pricing model) are not addressed by Martin's existing controls. Although some policies have been put in
place to monitor the status of the convertible bonds, the policies have not been
functioning long enough to determine their effectiveness. For these reasons,
control risk is assessed as high.

Timing of Procedures
10.20 The relevant assertions associated with this transaction will be substantively tested at year-end. This decision is influenced by the assessment of
control risk as high, the fact that this is an isolated transaction, and the design
of the substantive procedures subsequently discussed.

Materiality
10.21 The convertible bonds are considered to be material to the financial
statements.

Design of Procedures
10.22 The auditor defined the following objectives and related procedures
for the audit of assertions about the convertible bonds:7

7 In this case study, the entity properly accounted for the embedded derivative. However, if the
entity had not separately accounted for the embedded derivative, the auditor could have detected it
by reading the agreements supporting the bonds.
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Audit Objective

Procedure

The hybrid instrument
was purchased during
the reporting period
and exists at the end of
the reporting period.

•

The hybrid instrument
was executed according
to management's
authorizations.

•

The straight bonds and
option were properly
accounted for
separately.
Both the host
instrument and option
are measured using
appropriate fair values.
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•

•
•

•
•
•

Examine the broker's advice for the purchase
and Martin, Inc.'s (Martin's) canceled check or
other evidence of Martin's cash disbursement.
At year-end, confirm existence, rights and
obligations, and the description of the
convertible bonds with the custodian bank that
serves as safekeeping agent.
Compare the terms of the convertible bonds
with the investment guidelines approved by
the board of directors.
Examine signed authorization by the CFO.
Read the underlying agreement, and compare
its provisions with the separation criteria
prescribed by paragraphs 2–3 of FASB
Accounting Standards Codification (ASC)
815-15-30.
Compare the fair values of the convertible
bonds and similar straight bonds with quoted
prices published in the Wall Street Journal.
Ensure that total fair value of the separate
components does not exceed the fair value of
the convertible bonds.
Test the fair value calculation of the option by
one of the following:
— Testing management's calculation and
underlying assumptions
— Reperforming the calculation
— Engaging a specialist to recompute the
value in accordance with the guidance
provided in AU-C section 620, Using the
Work of an Auditor's Specialist (AICPA,
Professional Standards).

•

Ensure that the changes in fair value of the
host contract and embedded derivative are
properly recorded in comprehensive income
and income, respectively.

Interest income has
been properly recorded.

•

Perform analytical procedures to test the
reasonableness of interest income, including
amortization of the original discount.

Presentation is
appropriate and
disclosure adequate.

•

Compare the presentation and disclosure with
the requirements of FASB ASC 320,
Investments—Debt and Equity Securities, and
815, Derivatives and Hedging.
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Chapter 11

Case Study of the Use of an Interest Rate
Swap to Hedge Existing Debt

Update 11-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification [ASC]
960, Plan Accounting—Defined Benefit Pension Plans, through FASB ASC
965, Plan Accounting—Health and Welfare Benefit Plans, on plan accounting),
FASB ASU No. 2016-01 is effective for fiscal years beginning after December
15, 2018, and interim periods within fiscal years beginning after December
15, 2019. Early application is permitted for all other entities as of the fiscal
years beginning after December 15, 2017, including interim periods within
those fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive in-come the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
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Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.

11.01 In this case study, the entity has issued a fixed-rate bond and is
exposed to the risk that changes in the benchmark interest rate will change the
bond's fair value. In order to mitigate this risk, the entity enters into an interest
rate swap that effectively converts the fixed-rate liability into a variable-rate
liability.
11.02 Under FASB 815, the change in the fair value of a derivative designated as a fair value hedge is recognized in earnings together with the change
in the fair value of the hedged item that is attributable to the risk being hedged.
In this case study, the change in the fair value of the interest rate swap will be
offset by the change in the fair value of the obligation under the bond that
is attributable to changes in the benchmark interest rate. The changes have
opposite effects on earnings. For example, if the change in the fair value of the
obligation under the bond from a change in the benchmark interest rate creates
a gain, the change in the fair value of the swap will create a loss.
11.03 The hedging instrument in this case study is an interest rate swap.
Swaps are contracts to exchange, for a period of time, the investment performance of one underlying instrument for the investment performance of another instrument without exchanging the instruments themselves. The interest rate swap used in this case study involves the swap of interest at a variable
rate based on a designated benchmark interest rate (in this case study, 90-day
London Interbank Offered Rate [LIBOR]) multiplied by a notional principal
amount for interest at a fixed rate multiplied by that same notional principal
amount.
11.04 Under the agreement in this case study, the entity effectively pays
interest under the swap at a variable rate and receives interest under the swap
at a fixed rate (although the entity actually pays or receives only the net amount
under the swap). In this particular case, the notional amount of the swap is the
same as the principal outstanding under the entity's bond, and the fixed rate
received under the swap is the same as the bond's rate. Accordingly, the amount
of fixed-rate interest received under the swap equals the amount of interest
paid on the bond, and the net amount of interest paid equals the interest paid
under the swap at the variable rate. The swap therefore enables the entity to
pay a variable rate of interest on the amount of principal outstanding under
the bond, thus effectively converting the bond from a fixed-rate to variable-rate
instrument.
11.05 The "Accounting Considerations" section illustrates accounting for
a fair value hedge when the hedging instrument is an interest rate swap. When
certain conditions are met, the entity may assume that an interest rate swap
will be perfectly effective in hedging interest rate risk and may use the shortcut method to account for the hedging activity. In this case study, those conditions are not met, so the example demonstrates the accounting entries that
should be made when the shortcut method is not available. The "Auditing
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Considerations" section illustrates the application of the guidance contained in
AU-C section 501, Audit Evidence—Specific Considerations for Selected Items
(AICPA, Professional Standards).

Accounting Considerations 1
Description of the Transaction
11.06 JLM manufactures windows and doors for residential sale and is a
SEC registrant that operates under a fiscal year-end of December 31. JLM has
experienced a tremendous growth rate during the past 2 years. As a result, it
has entered into an expansion and equipment upgrade project at its plant. In
order to keep up with demands, JLM has increased its workforce by 25 percent.
11.07 On January 1, 20X1, JLM issued a 5-year, $1 million, BB-rated bond
obligation. The interest rate on the bond obligation was fixed at 8 percent,
payable on a quarterly basis. On February 1, 20X1, to hedge its exposure to
changes in LIBOR (that is, the designated benchmark interest rate risk being
hedged), JLM entered into a 5-year interest rate swap with a notional amount
of $1 million to receive a fixed rate of 8 percent and pay a variable rate equal to
90-day LIBOR (at the end of each quarter) plus 2 percent, payable on a quarterly basis, with the first payment due March 31, 20X1.

Accounting for the Transaction
11.08 In order to meet the criteria for hedge accounting, the hedge must be
highly effective. When certain conditions are met, the entity may assume that
an interest rate swap will be completely effective in hedging benchmark interest rate risk. In that situation, the entity may elect to use the shortcut method
discussed in paragraphs 102–117 of FASB ASC 815-20-25, thereby avoiding the
need to formally assess hedging effectiveness at inception and on a continuing
basis. In this case study, one of those conditions is not met because the interest
rate swap matures one month later than the bond obligation.
11.09 Because the expiration date of the interest rate swap is different
than the maturity date of the debt obligation, fluctuations in the benchmark
interest rate may have varying effects on the fair values of the bond obligation
and interest rate swap. Accordingly, JLM may not assume that the changes in
fair value of the interest rate swap are, and will continue to be, completely effective at offsetting the changes in fair value of the bond obligation attributable
to changes in the benchmark interest rate.
11.10 JLM assessed hedge effectiveness by comparing the change in the
fair value of the interest rate swap with the portion of the change in the fair
value of the bond obligation attributable to changes in the benchmark interest
rate. The change in the bond obligation's fair value attributable to changes in
the benchmark interest rate for a specific period is determined as the difference
between two present value calculations as of the end of the period that exclude
or include, respectively, the effect of the changes in the benchmark interest rate
during the period. The discount rates used for those present value calculations
would be, respectively, the discount rate equal to the coupon rate for the bond

1

For simplicity, this case study ignores income tax consequences.
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obligation (assuming no changes in JLM's creditworthiness) at the inception of
the hedge adjusted (up or down) for changes in the
a. benchmark rate (designated as the interest rate risk being hedged)
from the inception of the hedge to the beginning date of the period
for which the change in fair value is being calculated.
b. designated benchmark rate from the inception of the hedge to the
ending date of the period for which the change in fair value is being
calculated.
Both present value calculations are computed using the estimated future cash
flows for the hedged item (which typically would be its remaining contractual
cash flows). Hedge ineffectiveness will occur if changes in the fair value of the
obligation under the bond attributable to changes in the benchmark interest
rate do not equal changes in the fair value of the swap. Additional facts that
impact the accounting for this transaction include the following:

r
r
r
r
r

The basis adjustments recognized in earnings related to the bond
obligation should be equal to the changes in the fair value of the
bond obligation attributable to changes in the benchmark interest
rate.2
The interest rate swap was issued at the market rate on February 1, 20X1; therefore, no cash was exchanged at inception of the
contract, and no entries related to the time value of money were
required.
All the hedge accounting criteria contained in FASB ASC 815-2025 were met. Hedge effectiveness was achieved at the inception of
the contract.
The bond's 8 percent stated interest rate is the market rate on
January 1, 20X1, when the bond was issued. The benchmark interest rate on February 1, 20X1, was 5 percent.
During 20X1, the fair values of the interest rate swap and JLM's
bond obligation (after cash settlements), excluding current period
swap accruals and interest accruals, were as follows:
February 1

March 31

June 30

$—

$(20,000)

$(35,000)

1,005,000

980,000

965,000

Change in fair value of interest
rate swap

$—

(20,000)

(15,000)

Change in fair value of JLM
bond obligation

$—

25,000

15,000

Interest rate swap
JLM bond obligation

r

LIBOR plus 2 percent equaled 8.25 percent and 8.50 percent at
March 31 and June 30, 20X1, respectively.

2 In calculating the change in the hedged item's fair value attributable to changes in the benchmark interest rate, FASB Accounting Standards Codification 815-25-35-13 requires that the estimated cash flows used in calculating fair value be based on all the contractual cash flows of the entire
hedged item.
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Journal Entries
11.11 The journal entries JLM made are as follows:
February 1, 20X1
JLM made a memorandum entry documenting the existence of the hedging
relationship. The financial records of JLM were not otherwise affected as of
this date because the interest rate swap was issued at the market rate;
therefore, no cash changed hands.
March 31, 20X1
Interest expense

$20,000

Cash

$20,000

To record interest expense on the bond
obligation—($1,000,000 × 8.00%) × 3/12 = $20,000.
Interest expense

$417

Cash

$417

To record the net cash payment on the interest rate
swap as an increase in interest expense—[($1,000,000
× 8%) × 2/12 = $13,333 received] less [($1,000,000 ×
8.25%) × 2/12 = $13,750 paid].
Unrealized loss on interest rate swap

$20,000

Obligation under interest rate swap

$20,000

To record the reduction in the fair value of the interest
rate swap as a liability, with an offsetting charge to
earnings.
Bond obligation

$25,000

Unrealized gain on bond obligation

$25,000

To record the reduction in the fair value of the bond
obligation due to a change in the benchmark interest
rate, with an offsetting credit to earnings.
June 30, 20X1
Interest expense

$20,000

Cash

$20,000

To record interest expense on the bond
obligation—($1,000,000 × 8.00%) × 3/12 = $20,000.
Interest expense
Cash

$1,250
$1,250

To record the net cash payment on the interest rate
swap as an increase in interest expense—[($1,000,000
× 8%) × 3/12 = $20,000 received] less [($1,000,000 ×
8.5%) × 3/12 = $21,250 paid].
(continued)
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Unrealized loss on interest rate swap

$15,000

Obligation under interest rate swap

$15,000

To record the increase in the fair value of the liability
under the swap agreement, with an offsetting charge
to earnings.
Bond obligation
Unrealized gain on bond obligation

$15,000
$15,000

To record the reduction in the fair value of the bond
obligation due to a change in the benchmark interest
rate, with an offsetting credit to earnings.

Observations
11.12 JLM's fixed-rate bond obligation together with the interest rate
swap it entered into is economically equal to a variable-rate obligation as a
result of entering into the interest rate swap. For example, interest expense for
the quarter ended June 30, 20X1, was $21,250, consisting of $20,000 paid under
the bond plus $1,250 paid under the swap. This equals interest on the bond at
the variable rate of 8.5 percent ($1,000,000 × 8.5 percent × 3/12 = $21,250).
Due to the fact that the benchmark interest rate increased during the first 5
months of the hedging relationship, the fair value of the interest rate swap decreased, resulting in JLM making net interest cash payments on the settlement
dates.
11.13 The fair value of the bond obligation decreased as a result of the
increase in the benchmark interest rate. The decrease in the fair value of the
bond created unrealized gain that was partially offset by the unrealized loss
from the decrease in the fair value of the swap (which resulted in recognizing a
liability). The fair value change in the bond obligation was compared with the
change in the fair value of the interest rate swap to determine hedge effectiveness (that is, within 80 percent to 125 percent of each other). Once determined,
the change in the fair value of the bond obligation attributable to changes in the
benchmark interest rate was recognized in earnings as an offset to the change
in fair value of the interest rate swap.
11.14 The results were that at March 31 and June 30, the changes in fair
value of the interest rate swap were highly effective in offsetting the changes
in fair value of the bond obligation attributable to changes in the benchmark
interest rate. Furthermore, the hedge ineffectiveness (that is, $5,000 at March
31) was recognized currently in earnings.

Auditing Considerations
Description of the Entity
11.15 Key factors in assessing JLM's control environment are the following:

r
r

AAG-AFI 11.12

JLM's management and board of directors instill high integrity
and ethical values throughout all aspects of the entity.
JLM has in place a corporate compliance program specifically prohibiting fraud against the entity that states the penalties for fraud
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and requires employees to report fraud. In addition, a process exists to identify high-risk areas of potential fraud exposure for the
entity.
JLM has in place a quality information system that provides
system-generated information that gives management the ability
to make appropriate decisions in managing and controlling the
entity's activities and to prepare reliable financial reports.
The board of directors is independent from management and holds
frequent, timely meetings with the CFO, accounting officer, internal auditors, and external auditors.
Management provides sufficient, timely information to allow monitoring of management's financing objectives and strategies and
JLM's financial position and operating results.
Management consults with the board of directors on all business
risks. Such business risks are accepted only after the board of directors' study and approval. The board of directors approves all
transactions that involve derivatives.
JLM's organizational structure is appropriate to the entity's size
and activities and has the ability to provide information appropriate to manage the entity's activities. The knowledge and experience of key managers are appropriate to their responsibilities.
Assignment of responsibility and delegation of authority are appropriate for the entity, given its size and the nature and complexity of activities. Authority has been delegated to deal with
organizational goals and objectives, operating functions, and regulatory requirements, including responsibility for information systems and authorization for changes.
JLM's investing and financing activities are monitored closely by
the board of directors.
Management and the board of directors have a high commitment
to competence when hiring employees. The investing and financing function is staffed with individuals who are knowledgeable
about accounting for derivatives.

11.16 Although the volume of derivatives transactions is low, the entity
has established controls over them. Some of JLM's key controls include the
following:

r
r
r
r
r

Overall, controls over financial reporting of derivatives transactions adequately provide segregation of duties and management
oversight.
JLM has in place written policies regarding derivatives transactions that were approved by the board of directors.
The board of directors approves all derivatives transactions.
Controls are in place to ensure that derivatives designated as
hedges meet the criteria for hedge accounting, both at inception
and on an ongoing basis.
JLM's CFO prepares an analysis for review by the board of directors that identifies
— the objective of the hedge and the strategy for accomplishing the objective.
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r
r
r

—

the nature of the risk being hedged.

—

the derivative hedging instrument.

—

the hedged item.

—

how the entity will assess hedge effectiveness.

JLM's investing and financing function maintains proper segregation of duties among dealing (committing JLM to the transaction),
settlement (initiating cash payments and accepting cash receipts),
and accounting (recording all transactions and the valuation of
the derivative).
The board has approved a list of top-tier investment brokers that
management may utilize for investment services.
JLM has put in place controls and procedures for the prevention
or detection of errors, including the following:
—

Accounting entries for derivatives transactions are reviewed by senior management of the investing and financing function and subject to periodic review by the
CFO.

—

Fair values are obtained from a broker-dealer and reviewed on a monthly basis.

—

Adjustments to financial instruments' general ledger accounts are reviewed and approved by the controller.

Summary of Accounting
11.17 Because no cash is required to enter into the interest rate swap, no
entry is required at its inception. The swap should subsequently be adjusted to
its fair value. Because the swap is designated as a fair value hedge, the entire
change in its fair value should be recognized in earnings. In addition, changes in
the fair value of the bond obligation due to changes in the benchmark interest
rate should be recognized in earnings. The basis of the bond obligation should
be adjusted accordingly.

Types of Potential Misstatements
11.18 The types of potential misstatements are

r
r
r
r
r
r
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failure to identify the swap.
failure to properly document the hedge and the expectation of
hedge effectiveness.
the hedge does not remain highly effective on an ongoing basis so
that hedge accounting does not continue to be appropriate.
the assessment of hedge effectiveness is not consistent with the
risk management strategy documented for the particular hedging
relationship.
JLM does not assess hedge effectiveness for similar hedging
strategies in a similar manner, and such differences are not documented.
incorrect determination of the fair value of the swap and bonds.
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incorrect computation and recording of interest and accrued interest on the bonds.
inadequate financial statement presentation and disclosure.

Inherent Risk Factors to Consider for This Transaction in Assessing
the Risks of Material Misstatement
11.19 The inherent risk factors are

r
r
r

this transaction requires no initial cash outlay; therefore, detection of the derivative may be difficult (although it is unlikely that
management would attempt to conceal the transaction).
management does not have a valuation model capable of valuing
the interest rate swap and relies on the broker-dealer who arranged the transaction for the valuation of the swap.
credit risk related to the swap is moderate and primarily related
to the risk of nonperformance by the counterparty.

Based on the preceding factors, the auditor determines inherent risk to be high.

Control Risk
11.20 Control risk has been assessed as high; accordingly, a substantive
approach will be taken when auditing JLM's derivatives transactions. Although
JLM has put in place adequate controls over its derivatives, due to the limited
number of derivatives transactions it has entered into, the auditor deems a
substantive approach more efficient and effective.

Timing of Procedures
11.21 Based on the assessment of control risk as high and JLM's inexperience in applying FASB ASC 815, the relevant assertions associated with this
transaction will be substantively tested at year-end.

Materiality
11.22 The transaction is considered material.

Design of the Procedures
11.23 The auditor defined the following objectives and related procedures
for the audit of assertions about the interest rate swap:
Audit Objective
All derivatives JLM has entered
into are reported in its statement of
financial position.

Procedure

•
•
•

Read minutes of the board of directors for
approval of derivatives transactions.
Confirm at year-end the existence, rights,
and obligations and description of the
swap with the broker-dealer.
Examine broker-dealer's advice
evidencing purchase or issuance in JLM's
name.

(continued)
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Audit Objective

Derivatives transactions are
approved in accordance with JLM's
investment policy.

Procedure

•
•

The fair values of the swap and
bond are reasonable.

•
•

The designation of the interest rate
swap as a hedge meets the
applicable criteria for hedge
accounting at inception and
ongoing, including the
documentation requirement.

•
•

•

•

•

Read JLM's investment policy, and
compare the interest rate swap with the
policy to determine if the swap's terms
are within the policy's guidelines.
Read minutes of the board of directors to
determine if approval to enter into the
swap was obtained.
Obtain an understanding, and evaluate
the relationship between the
broker-dealer and JLM.
Obtain an understanding of the
methodology behind the broker-dealer's
valuation. Alternatively, use a valuation
consultant to assist in evaluating the
reasonableness of the estimate of fair
value, taking into consideration the
requirements of AU-C section 620, Using
the Work of an Auditor's Specialist
(AICPA, Professional Standards).
Read the board of directors' minutes that
document the formal designation of the
swap as a hedge of the fair value of the
bond obligation.
Confirm (in the management
representation letter) the designation of
the swap as a hedge at the date of
inception and each subsequent
measurement date.
Examine documentation that supports
the designation, documentation, and risk
management requirements of FASB
Accounting Standards Codification (ASC)
815, Derivatives and Hedging.
Recompute JLM's calculation of hedge
effectiveness using the methodology
prescribed by management, noting
whether the hedge effectiveness is
assessed in a similar manner to other
hedging strategies of JLM.
Read board of directors' minutes for
documentation of the board's periodic
review of hedging effectiveness.

The journal entries required to
record the effect of the interest rate
swap are appropriate.

•

Review journal entries in relation to
supporting documentation, including the
broker-dealer's advice and cancelled
checks for interest payments made on the
bond obligation and interest rate swap.

Presentation is appropriate and
disclosure adequate.

•

Read the financial statements, and
compare the presentation and disclosure
with the requirements of FASB ASC 815.

AAG-AFI 11.23
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Chapter 12

Case Study of the Use of a Foreign Currency
Put Option to Hedge a Forecasted Sale
Denominated in a Foreign Currency
Gray shaded text in this chapter reflects guidance issued but not yet effective
as of the date of this guide, September 1, 2016, but becoming effective on or
prior to December 31, 2016, exclusive of any option to early adopt ahead of
the mandatory effective date. Unless otherwise indicated, all unshaded text
reflects guidance that was already effective as of the date of this guide.

Update 12-1 Accounting and Reporting: Recognition and Measurement of Financial Assets and Financial Liabilities
FASB Accounting Standards Update (ASU) No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement
of Financial Assets and Financial Liabilities, issued in January 2016, is
effective for fiscal years, and interim periods within those fiscal years, of a
public business entity beginning after December 15, 2017.
For all other entities (including not-for-profit entities and employee benefit
plans within the scope of FASB Accounting Standards Codification [ASC]
960, Plan Accounting—Defined Benefit Pension Plans, through FASB ASC
965, Plan Accounting—Health and Welfare Benefit Plans, on plan accounting),
FASB ASU No. 2016-01 is effective for fiscal years beginning after December
15, 2018, and interim periods within fiscal years beginning after December
15, 2019. Early application is permitted for all other entities as of the fiscal
years beginning after December 15, 2017, including interim periods within
those fiscal years.
All entities may adopt the presentation guidance in paragraphs 5–7 of FASB
ASC 825-10-45 for financial statements of fiscal years or interim periods that
have not yet been issued or that have not yet been made available for issuance.
Furthermore, entities that are not public business entities may elect not to
disclose the information about fair value of financial instruments required
by the "General" subsection of FASB ASC 825-10-50 in financial statements
of fiscal years or interim periods that have not yet been made available for
issuance. Except as indicated previously in this paragraph, early application
is not permitted.
FASB ASU No. 2016-01 addresses certain aspects of recognition, measurement, presentation, and disclosure of financial instruments and affects all
entities that hold financial assets or owe financial liabilities. Among other
provisions of the guidance, the amendments in this ASU supersede the guidance to classify equity securities with readily determinable fair values into
different categories (that is, trading or available-for-sale) and require equity
securities (including other ownership interests, such as partnerships, unincorporated joint ventures, and limited liability companies) to be measured at
fair value with changes in the fair value recognized through net income (other
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than equity securities accounted for under the equity method of accounting
or those that result in consolidation of an investee).
The amendments in this ASU also require an entity to present separately in
other comprehensive in-come the portion of the total change in fair value of a
liability resulting from a change in the instrument-specific credit risk when
the entity has elected to measure the liability at fair value in accordance with
the fair value option for financial instruments.
Readers are encouraged to consult the full text of this ASU on FASB's website
at www.fasb.org.
For more information on FASB ASU No. 2016-01, see appendix F, "Accounting
for Financial Instruments," of this guide.
12.01 In this case study, the entity has forecasted a foreign currencydenominated sale during the upcoming period and is exposed to the risk that
the foreign currency exchange rate will change by the time the sale occurs. To
manage this risk, the entity enters into a foreign currency cash flow hedge using a foreign currency put option.
12.02 By purchasing the put option, the entity has the right to sell foreign
currency to the writer at the spot price, which, in this case study, is the current
exchange rate. To obtain this right, the entity pays the writer a premium.
12.03 The most fundamental characteristic of every option is the uneven
allocation of risk and reward. The holder of the option (the entity, in this case
study) receives a larger potential gain than it does risk of loss. In this case study,
the entity's profits on the option increase as the value of the foreign currency
falls relative to the functional currency (U.S. dollars). However, if the value of
the foreign currency rises relative to the functional currency, the entity simply
will not exercise its option and can lose no more than the option premium it
paid the writer.
12.04 The value of an option during its life has two components: the intrinsic value and time value. The term intrinsic value is defined in the FASB
ASC glossary as the amount by which fair value of the underlying stock exceeds the exercise price of an option (or the difference between the underlying
spot price and option exercise price, which would be the strike rate, in this case
study) if that difference is positive for the option holder. Intrinsic value is the
net amount that would be realized upon immediate exercise of the option and
sale of the underlying instrument (foreign currency, in this case study), and it
can never be negative for the option holder.
12.05 Time value is the excess of the total fair value of the option over
its intrinsic value. Time value represents the premium that a rational investor
would pay for an option based on the likelihood that, and degree to which, the
fair value of the underlying stock may exceed the exercise price of the option
before the option expires. Time value can never be negative for the holder and
only decreases to zero when the option reaches its expiration date.
12.06 The "Accounting Considerations" section illustrates the accounting
for the cash flow hedge of a forecasted foreign currency-denominated transaction, including the requirement that the forecasted transaction be probable, and
illustrates an audit approach when control risk is assessed as low or moderate
for certain assertions.

AAG-AFI 12.01
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Accounting Considerations 1
Description of the Transaction
12.07 Austin-Jhanes is a U.S. manufacturing (and reporting) entity with
sales to foreign purchasers. Its forecasted sales are denominated in foreign
currency but do not represent firm commitments. As of September 30, 20X1,
Austin-Jhanes forecasts that a specific foreign currency sale of FC 10 million
will occur on March 31, 20X2. At the current spot rate of 2 FC/1 U.S. $, this
expected sale equals $5 million. Austin-Jhanes' historical experience with the
foreign customer for the forecasted sale indicates the sale is probable. Management is concerned that between September 30, 20X1, and March 31, 20X2, the
foreign currency will weaken relative to the dollar.
12.08 Pursuant to its foreign exchange risk-management policy, AustinJhanes manages its currency risk by purchasing a foreign currency put option. It considers this transaction to be a cash flow hedge of a foreign currencydenominated transaction that is in accordance with FASB ASC 815-30. The
terms of the purchased option are as follows:
Contract amount

FC 10,000,000

Expiration date

March 31, 20X2

Strike exchange rate (that is,
the contract rate)

2 FC/1 U.S. $

Spot exchange rate

2 FC/1 U.S. $

Premium

$20,000

12.09 The option is purchased at the money (that is, at the spot rate).
Therefore, the premium on September 30, 20X1, reflects the option's time value
only. The option is designated as a hedge of the forecasted sale, and management expects that at the hedge's inception and through the period until the
forecasted sale, the hedge will be highly effective. Accordingly, management
expects that cash flows received on the exercised option will offset foreign exchange losses on the cash sale, thereby assuring net U.S. dollar receipts of $5
million (excluding the put option premium) on March 31, 20X2.
12.10 Austin-Jhanes decides to assess effectiveness on the basis of the option's intrinsic value that it defines as the value of the option that reflects the
positive difference between the spot exchange rate and strike exchange rate.
Because changes in the time value of the option have been excluded from the
assessment of the hedge's effectiveness, changes in these amounts will be included in earnings during the periods they occur.
12.11 During the period, the foreign currency weakened relative to the
dollar. The spot rates for calculating the fair value of the option are as follows:

September 30, 20X1

1

Contract Rate

Spot Rate

2.00

2.00

December 31, 20X1

2.00

2.10

March 31, 20X2

2.00

2.30

For simplicity, this case study ignores income tax consequences.
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12.12 The fair value, intrinsic value, and time value of the put option are
as follows:
2

(A)
Fair Value

(B)3
Intrinsic
Value

(A)–(B)
Time Value

September 30, 20X1

$20,000

$—

$20,000

December 31, 20X1

248,095

238,0954

10,000

March 31, 20X2

652,174

652,1745

—

12.13 Management used that information to prepare a hedge-effective
analysis as follows:

Date

Cumulative
Change in
the Option's
Intrinsic
Value

For the
Period

Cumulative
Change in
Expected
Cash Flows
Based on
Changes in
the FC Spot
Rate

Cumulative

Effectiveness
Ratio

12/31/X1

$238,095

$(238,095)

1.00

1.00

3/31/X2

652,174

(652,174)

1.00

1.00

Austin-Jhanes has determined that the hedging relationship between the option contract and forecasted sales proceeds is highly effective in achieving the
offset in changes of cash flows due to changes in foreign currency exchange
rates. Management has formally documented the hedging relationship, as well
as its objectives for entering into the hedge.

Analysis
12.14 Austin-Jhanes' forecasted sale on March 31, 20X2, is considered to
be a forecasted transaction. A derivative that hedges the foreign currency exposure to the variability of cash flows associated with a forecasted transaction
is a foreign currency cash flow hedge, provided that it meets the eligibility requirements of FASB ASC 815-30. The use of an option contract to offset a loss
qualifies for cash flow hedge accounting, provided that it is highly effective (as
described in paragraphs 38–41 of FASB ASC 815-20-25).
12.15 Among other criteria, FASB ASC 815-20-25-15(b) requires that the
forecasted transaction (in this case, the foreign currency-denominated sale)
be probable, as the term is used in FASB ASC 450, Contingencies. The mere
intent of management is not sufficient support for the conclusion that the
2 The fair value may be based on observable prices, recent transactions, third-party pricing services, broker or dealer quotes, or models prepared by management or management's specialists. See
additional guidance on techniques that management may use to value financial instruments in paragraphs 1.33–.55 of this guide.
3 Intrinsic value is computed based on the changes in spot rates as compared with the strike
rate.
4 Foreign currency [FC] 10,000,000 ÷ 2.00 = $5,000,000) less (FC 10,000,000 ÷ 2.10 = $4,761,905)
= $238,095.
5 (FC 10,000,000 ÷ 2.00 = $5,000,000) less (FC 10,000,000 ÷ 2.30 = $4,347,826) = $652,174. The
increase in intrinsic value is $414,079 ($652,174 less $238,095).
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forecasted transaction is probable. Rather, the transaction's probability should
be supported by observable facts and the attendant circumstances, such as the
following:

r
r
r
r

The frequency of similar past transactions
The financial and operational ability of the entity to carry out the
transaction
The extent of loss that could result if the transaction does not
occur
The likelihood that transactions with substantially different characteristics might be used to achieve the same business purposes

Additionally, the length of time until a forecasted transaction is expected to
occur and the quantity of the forecasted transaction that is expected to occur
are considerations in determining probability. Austin-Jhanes has a history of
foreign sales that are similar to the one it is hedging. The forecasted sale is
imminent and expected to take place in six months, on March 31, 20X2. The
management of Austin-Jhanes believes its assessment of probability is supportable.
12.16 Further, the forecasted transaction must continue to be probable
throughout the period covered by the hedge. FASB ASC 815-30-40-1(a) states
that the entity is required to discontinue prospectively hedge accounting if the
transaction fails to meet any of the hedge accounting criteria stated in FASB
ASC 815-30-25, including the requirement that the forecasted transaction be
probable.
"Pending Content" in FASB ASC 815-30-40-1A states that a change in the
counterparty to a derivative instrument (novation) that has been designated
as the hedging instrument in an existing hedging relationship would not, in
and of itself, be considered a termination of the derivative instrument. 6
12.17 Management has elected to measure effectiveness based on changes
in the intrinsic value of the option contract, as permitted by FASB ASC 81520-25-82.
12.18 Austin-Jhanes should report the fair value of the option in its statement of financial position. Changes in the time value of the option should be
recorded currently in earnings. Time value is considered to be the excess of the
fair value of the option over its intrinsic value. Changes in the option's intrinsic
value, to the extent it is effective as a hedge, should be recorded in other comprehensive income. That is, the amount in other comprehensive income should
be brought to a balance equal to the lesser of the cumulative

r

increase in the intrinsic value of the option (less any gains and
losses on the option that were previously reclassified from accumulated other comprehensive income to earnings).

6 FASB Accounting Standards Update (ASU) No. 2016-05, Derivatives and Hedging (Topic 815):
Effect of Derivative Contract Novations on Existing Hedge Accounting Relationships (a consensus of
the Emerging Issues Task Force), was issued in March 2016. The amendments are effective for public business entities for fiscal years beginning after December 15, 2016, and interim periods within
those fiscal years. For all other entities, the amendments are effective for fiscal years beginning after December 15, 2017, and interim periods within fiscal years beginning after December 15, 2018.
Earlier application is permitted. Readers are encouraged to read the full text of the ASU, available
at www.fasb.org. Readers should apply the appropriate guidance based on their facts and circumstances.
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decrease in the expected proceeds of the sale, measured at the current spot rate, less any gains and losses on the option that were
previously reclassified from accumulated other comprehensive income into earnings.

Any additional change in the intrinsic value of the option should be recorded in
earnings. The balance in accumulated other comprehensive income should be
reclassified to earnings at March 31, 20X2: the date of the sale.
12.19 By entering into the option contract, Austin-Jhanes is assured of
receiving at least $5 million from its FC 10 million sale, excluding the cost
of the option contract. (As shown in the journal entries that follow, the entity
received $5 million, consisting of $4,347,826 from the sale at the spot rate plus
$652,174 from the gain on the option contract.)

Journal Entries
12.20 The journal entries Austin-Jhanes made are as follows:
September 30, 20X1
Foreign currency option

$20,000

Cash

$20,000

To record the purchased option as an asset.
December 31, 20X1
Loss on hedging activity

$10,000

Foreign currency option

$10,000

To record the reduction in the time value of the
option through a charge to earnings.
Foreign currency option

$238,095

Other comprehensive income

$238,095

To record the increase in the option's intrinsic
value through a credit to other comprehensive
income. (It is assumed that the option had no
ineffectiveness for hedge accounting purposes.)
March 31, 20X2
Loss on hedging activity

$10,000

Foreign currency option

$10,000

To record the reduction in the time value of the
option through a charge to earnings.
Foreign currency option

$414,079

Other comprehensive income

$414,079

To record the increase in the intrinsic value of
the option through a credit to other
comprehensive income. (It is assumed that the
option had no ineffectiveness for hedge
accounting purposes.)
Cash
Sales

AAG-AFI 12.19

$4,347,826
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To record the FC 10,000,000 sale at a spot rate of
2.30 FC/1 U.S. $.
Cash

$652,174

Foreign currency option

$652,174

To record the net cash settlement of the option at
its maturity.
Other comprehensive income
Other income

$652,174
$652,174

To transfer the gain on the hedging activity to
earnings when the forecasted transaction
affects earnings.
12.21 The effects of the transaction on Austin-Jhanes' statement of financial position are as follows:
DR (CR)
September 30, 20X1
Cash
Foreign currency option

$(20,000)
20,000

December 31, 20X1
Cash
Foreign currency option
Accumulated other comprehensive income
Retained earnings

$(20,000)
248,095
(238,095)
10,000

March 31, 20X2
Cash

$4,980,000

Retained earnings

(4,980,000)

12.22 The effects of the transaction on Austin-Jhanes' earnings are as
follows:
DR (CR)
Period Ended December 31, 20X1
Loss on hedging activity and amortization of the
time value of the option

$10,000

Period Ended March 31, 20X2
Other Income
Loss on hedging activity and amortization of the
time value of the option

(5,000,000)
10,000
$(4,990,000)

Cumulative impact
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Auditing Considerations
Description of the Entity
12.23 Austin-Jhanes is a U.S. manufacturer that sells its products both
domestically and outside the United States. Its foreign sales are denominated
in foreign currencies, although its functional currency is the U.S. dollar.
12.24 The entity uses derivatives regularly to hedge forecasted foreign
currency-denominated sales and purchases of raw materials. Derivatives are
used to a lesser extent for management of U.S. interest rate risk (for example, converting fixed-rate debt to floating debt using interest rate swaps). (For
purposes of this case study, only the accounting for the hedging of a forecasted
foreign currency-denominated sale is illustrated.) Derivatives are not used for
investment purposes.
12.25 The board of directors has authorized management of AustinJhanes to enter into derivatives for hedging purposes, and the board receives
periodic reports on the intent of usage, as well as hedge effectiveness.
12.26 All derivatives transactions are executed through a centralized
group of traders that reports to the CFO. The traders and CFO are very knowledgeable about derivatives. There is a formal risk management process for
derivatives. Austin-Jhanes has systems in place to monitor the risks being
hedged, as well as the ongoing effectiveness of the hedges. The trading desk
executes derivatives transactions only with counterparties that have been approved after careful assessment of creditworthiness. There are limits on the
credit exposure to any one counterparty and the extent to which derivatives
can be used to hedge a given exposure.
12.27 Control environment. Because of senior management's integrity and
ethical values, its commitment to competence, its active involvement with the
business, its philosophy and operating style, and the operating structure it has
imposed, Austin-Jhanes' overall control environment is sound.
12.28 Risk assessment. Austin-Jhanes' CFO conducts weekly meetings
with the derivatives traders to discuss the financial markets generally and to
assess the entity's position in derivatives, including ongoing hedge effectiveness. This discussion includes an assessment of the valuation of the derivatives, as well as the hedged exposures, with particular emphasis on derivatives
and exposures that are not exchange traded or are traded in a broad interbank
market. Sales forecasts, significant forecasted transactions, and other issues
also are discussed in order to plan for required upcoming hedging activities.
The use of new types of derivatives or the execution of transactions with new
counterparties must be discussed with, and approved by, the CFO.
12.29 Control activities. Control activities include, among other things, the
following:

r
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Controls have been implemented with respect to control objectives
of
—

completeness of records.

—

validity of records.

—

restricted access to assets.
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Segregation of the accounting function from trade authorization
and execution. The accounting department is responsible for cash
and derivatives position reconciliations between the accounting
and trading records and broker or counterparty statements. Quarterly, the controller reviews hedging activities for compliance with
the requirements of FASB ASC 815, Derivatives and Hedging.
Data files with such information as counterparty limits are maintained apart from the traders. The CFO authorizes any changes
to these files.
Austin-Jhanes' derivatives trading system has an automated interface with the general ledger and updates the general ledger
monthly. Movements of cash associated with derivatives transactions are authorized and executed by the treasurer's department,
which is separate from the derivatives trading group.
Austin-Jhanes' derivatives trading, sales, accounting, and other
transaction processing activities are highly automated. There are
effective general computer controls at the data centers that process the entity's transactions and other information.

12.30 Information and communication. The CFO and controller receive
monthly reports summarizing derivatives transactions for the period and the
positions at the end of the month. (See the discussion of monitoring controls for
descriptions of this and other reports.)
12.31 The CFO advises the audit committee at its quarterly meetings on
the status of the entity's derivatives positions, realized and unrealized gains,
compliance with Austin-Jhanes' derivatives policy, and any other information
that would be useful for the audit committee in carrying out its responsibilities.
12.32 The notes to the entity's financial statements contain a description
of the entity's accounting policy for derivatives and other information required
by the applicable financial reporting framework.
12.33 Monitoring. The CFO and controller perform monthly reviews of
Austin-Jhanes' performance in using derivatives, including their effectiveness,
and, in the case of hedges of forecasted transactions, whether the forecasted
transaction continues to meet the requirements for hedge accounting.
12.34 The CFO and controller receive monthly reports that provide information that enables them to identify any material breakdowns in controls,
problems with the underlying systems, or possible material misstatements in
the information. The reports include

r
r
r
r

realized and unrealized gain or loss on derivatives and hedged
exposures, as well as a statistical measurement of correlation of
changes in their values.
transaction volumes and trends.
derivatives positions by exchange; counterpart; or type of instrument, with a comparison with established limits. The CFO receives notification as limits are approached. The system does not
allow limits to be exceeded without the CFO's approval.
information on various reconciliations, including an aging of reconciling items and resolution status.
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Summary of Accounting
12.35 Transactions in derivatives are material to the entity's financial
statements. Austin-Jhanes uses foreign currency options to hedge forecasted
foreign sales. Under FASB ASC 815, it must record the fair value of the options
in its statement of financial position. Changes in the time value of the options
are recorded currently in earnings. Changes in the options' intrinsic value, to
the extent they are effective as a hedge, are recorded in other comprehensive
income.

Types of Potential Misstatements
12.36 The types of potential misstatements are

r

r
r

improper use of hedge accounting under FASB ASC 815, including
the following:
—

Failure to properly designate and document the hedge at
its inception

—

Incorrect assessment of hedge effectiveness, including
the improper inclusion or exclusion of the time value of
the options

—

Improper recording of gains and losses relating to the
transaction (for example, transactions recorded in the improper amount or wrong accounting period)

—

Improper inclusion or exclusion of the time value of the
options in the measure of hedge effectiveness

failure to record all derivatives transactions.
inaccurate determination of fair values of derivatives.

Inherent Risk Factors to Consider for This Transaction in Assessing
the Risks of Material Misstatement
12.37 The following inherent risk factors have been identified:

r
r
r

Because small amounts of cash are required to enter into the options, there is an increased inherent risk that the options will not
be identified.
The complexity of accounting for the put options and hedging activities leads to an increased inherent risk that the transactions
will not be accounted for in conformity with the applicable financial reporting framework.
The options are not exchange traded, which increases the inherent
risk that valuations will be inappropriate.

Based on the preceding factors, the auditor determines inherent risk to be high.

Control Risk and Timing of Procedures
12.38 Control risk has been assessed as low or moderate for certain assertions and as high for others:

r
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Control risk as low or moderate. For the assertions about existence or occurrence, completeness, and rights and obligations, control risk will be assessed as low or moderate. This is considered
the most effective and efficient approach, given the controls in
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place, such as the performance of reconciliations and monitoring
of hedge effectiveness. Tests of details of the recording of transactions in the general ledger in accordance with FASB ASC 815
and confirmation procedures will take place prior to year-end. At
year-end, various reconciliations, significant activity, and hedge
effectiveness will be reviewed, and the continuance of controls
tested will be reviewed through inquiry and observation. Paragraph .18 of AU-C section 330, Performing Audit Procedures in
Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards), states that regardless of
the assessed risk of material misstatements, the auditor should
design and perform substantive procedures for all relevant assertions related to each material class of transactions, account balance, and disclosure. Because effective internal controls generally
reduce but do not eliminate risks of material misstatement, tests
of controls reduce but do not eliminate the need for substantive
procedures.7 In addition, analytical procedures alone may not be
sufficient in some cases.
Control risk as high. For the assertions about valuation and presentation and disclosure, control risk is assessed as high due to
the efficiency with which the valuation of derivatives at year-end
can be tested. Also, adequacy of presentation and disclosure can
only be assessed at year-end.

Materiality
12.39 The transaction is considered material.

Design of Procedures
12.40 The auditor defined the following objectives and related procedures
for the audit of assertions about put options hedging forecasted sales:

Audit Objective

Procedures, Including Those
Designed to Gather Audit
Evidence About the
Operating Effectiveness of
Controls

Timing

The purchase of options was
properly authorized.

•

For a sample of
transactions, review for
proper authorization.

Interim date

The foreign currency options
exist, and the entity's rights
and obligations relating to
the options have been
properly classified and
recorded.

•

Confirm details of related
transactions and
derivatives.

Interim date

(continued)

7 Paragraph .A9 of AU-C section 330, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards).
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Procedures, Including Those
Designed to Gather Audit
Evidence About the
Operating Effectiveness of
Controls

Audit Objective

All options transactions
have been captured and
recorded in the entity's
information in the proper
accounting period.

Hedge accounting has been
properly applied.

AAG-AFI 12.40

Timing

•

For selected transactions,
trace to proper recording in
the trading system and
general ledger, with
emphasis on classification
(that is, earnings or other
comprehensive income).

Interim date

•

Review general ledger,
trading system, and cash
reconciliations.

Year-end

•

Test controls on
completeness (for example,
independent review of deal
information and
reconciliations).

Interim date

•

For a sample of
transactions, review for
recording in the proper
period.

Year-end

•

Send confirmations to
dealers, and compare
options in the responses to
amounts recorded.

Year-end

•

Review open options
contracts, and determine
whether forecasted foreign
currency- denominated
transactions qualify for
hedge accounting.

Interim date
and year-end

•

Test the process by which
hedge effectiveness is
determined and monitored.

Interim date
and year-end

•

Determine that options
transactions continue to
qualify as foreign currency
cash flow hedges.

Interim date
and year-end

•

Determine that the fair
value of the options and
changes in the fair value
thereof are properly
reported in the financial
statements.

Year-end
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Audit Objective

Procedures, Including Those
Designed to Gather Audit
Evidence About the
Operating Effectiveness of
Controls

Timing

The options and hedged
transaction are measured at
fair value, consistent with
the requirements of FASB
Accounting Standards
Codification (ASC) 815,
Derivatives and Hedging.

•

By reference to
independent sources,
verify the valuation of the
options.

Year-end

•

Test valuation of the
hedged transactions.

Year-end

Presentation and disclosure
are appropriate.

•

Read the financial
statements, and compare
the presentation and
disclosure with the
requirements of FASB
ASC 815.

Year-end
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Appendix A

Overview of Statements on Quality Control
Standards
This appendix is nonauthoritative and is included for informational purposes
only.
This appendix is a partial reproduction of chapter 1 of the AICPA practice aid
Establishing and Maintaining a System of Quality Control for a CPA Firm's
Accounting and Auditing Practice, available at www.aicpa.org/interestareas/
frc/pages/enhancingauditqualitypracticeaid.aspx.
This appendix highlights certain aspects of the quality control standards issued by the AICPA. If appropriate, readers should also refer to the quality control standards issued by the PCAOB, available at www.pcaobus.org/
Standards/QC/Pages/default.aspx.
1.01 The objectives of a system of quality control are to provide a CPA
firm with reasonable assurance1 that the firm and its personnel comply with
professional standards and applicable regulatory and legal requirements, and
that the firm or engagement partners issue reports that are appropriate in the
circumstances. QC section 10, A Firm's System of Quality Control (AICPA, Professional Standards), addresses a CPA firm's responsibilities for its system of
quality control for its accounting and auditing practice. That section is to be
read in conjunction with the AICPA Code of Professional Conduct and other
relevant ethical requirements.
1.02 A system of quality control consists of policies designed to achieve
the objectives of the system and the procedures necessary to implement and
monitor compliance with those policies. The nature, extent, and formality of
a firm's quality control policies and procedures will depend on various factors
such as the firm's size; the number and operating characteristics of its offices;
the degree of authority allowed to, and the knowledge and experience possessed
by, firm personnel; and the nature and complexity of the firm's practice.

Communication of Quality Control Policies and Procedures
1.03 The firm should communicate its quality control policies and procedures to its personnel. Most firms will find it appropriate to communicate their
policies and procedures in writing and distribute them, or make them available
electronically, to all professional personnel. Effective communication includes
the following:

r
r
r

A description of quality control policies and procedures and the
objectives they are designed to achieve
The message that each individual has a personal responsibility
for quality
A requirement for each individual to be familiar with and to comply with these policies and procedures

1 The term reasonable assurance, which is defined as a high, but not absolute, level of assurance,
is used because absolute assurance cannot be attained. Paragraph .53 of QC section 10, A Firm's
System of Quality Control (AICPA, Professional Standards), states, "Any system of quality control
has inherent limitations that can reduce its effectiveness."
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Effective communication also includes procedures for personnel to communicate their views or concerns on quality control matters to the firm's management.

Elements of a System of Quality Control
1.04 A firm must establish and maintain a system of quality control. The
firm's system of quality control should include policies and procedures that address each of the following elements of quality control identified in paragraph
.17 of QC section 10:

r
r
r
r
r
r

Leadership responsibilities for quality within the firm (the "tone
at the top")
Relevant ethical requirements
Acceptance and continuance of client relationships and specific engagements
Human resources
Engagement performance
Monitoring

1.05 The elements of quality control are interrelated. For example, a firm
continually assesses client relationships to comply with relevant ethical requirements, including independence, integrity, and objectivity, and policies and
procedures related to the acceptance and continuance of client relationships
and specific engagements. Similarly, the human resources element of quality
control encompasses criteria related to professional development, hiring, advancement, and assignment of firm personnel to engagements, all of which affect policies and procedures related to engagement performance. In addition,
policies and procedures related to the monitoring element of quality control enable a firm to evaluate whether its policies and procedures for each of the other
five elements of quality control are suitably designed and effectively applied.
1.06 Policies and procedures established by the firm related to each element are designed to achieve reasonable assurance with respect to the purpose
of that element. Deficiencies in policies and procedures for an element may result in not achieving reasonable assurance with respect to the purpose of that
element; however, the system of quality control, as a whole, may still be effective in providing the firm with reasonable assurance that the firm and its personnel comply with professional standards and applicable regulatory and legal
requirements and that the firm or engagement partners issue reports that are
appropriate in the circumstances.
1.07 If a firm merges, acquires, sells, or otherwise changes a portion of its
practice, the surviving firm evaluates and, as necessary, revises, implements,
and maintains firm-wide quality control policies and procedures that are appropriate for the changed circumstances.

Leadership Responsibilities for Quality Within the Firm
(the "Tone at the Top")
1.08 The purpose of the leadership responsibilities element of a system of
quality control is to promote an internal culture based on the recognition that
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quality is essential in performing engagements. The firm should establish and
maintain the following policies and procedures to achieve this purpose:

r
r

Require the firm's leadership (managing partner, board of managing partners, CEO, or equivalent) to assume ultimate responsibility for the firm's system of quality control.
Provide the firm with reasonable assurance that personnel assigned operational responsibility for the firm's quality control system have sufficient and appropriate experience and ability to
identify and understand quality control issues and develop appropriate policies and procedures, as well as the necessary authority
to implement those policies and procedures.

1.09 Establishing and maintaining the following policies and procedures
assists firms in recognizing that the firm's business strategy is subject to the
overarching requirement for the firm to achieve the objectives of the system of
quality control in all the engagements that the firm performs:

r
r
r

Assign management responsibilities so that commercial considerations do not override the quality of the work performed.
Design policies and procedures addressing performance evaluation, compensation, and advancement (including incentive systems) with regard to personnel to demonstrate the firm's overarching commitment to the objectives of the system of quality control.
Devote sufficient and appropriate resources for the development,
communication, and support of its quality control policies and procedures.

Relevant Ethical Requirements
1.10 The purpose of the relevant ethical requirements element of a system
of quality control is to provide the firm with reasonable assurance that the firm
and its personnel comply with relevant ethical requirements when discharging
professional responsibilities. Relevant ethical requirements include independence, integrity, and objectivity. Establishing and maintaining policies such as
the following assist the firm in obtaining this assurance:

r
r
r

Require that personnel adhere to relevant ethical requirements
such as those in regulations, interpretations, and rules of the
AICPA, state CPA societies, state boards of accountancy, state
statutes, the U.S. Government Accountability Office, and any
other applicable regulators.
Establish procedures to communicate independence requirements
to firm personnel and, where applicable, others subject to them.
Establish procedures to identify and evaluate possible threats to
independence and objectivity, including the familiarity threat that
may be created by using the same senior personnel on an audit
or attest engagement over a long period of time, and to take appropriate action to eliminate those threats or reduce them to an
acceptable level by applying safeguards.
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Require that the firm withdraw from the engagement if effective
safeguards to reduce threats to independence to an acceptable
level cannot be applied.
Require written confirmation, at least annually, of compliance
with the firm's policies and procedures on independence from all
firm personnel required to be independent by relevant requirements.
Establish procedures for confirming the independence of another
firm or firm personnel in associated member firms who perform
part of the engagement. This would apply to national firm personnel, foreign firm personnel, and foreign-associated firms.2
Require the rotation of personnel for audit or attest engagements
where regulatory or other authorities require such rotation after
a specified period.

Acceptance and Continuance of Client Relationships and
Speciﬁc Engagements
1.11 The purpose of the quality control element that addresses acceptance
and continuance of client relationships and specific engagements is to establish criteria for deciding whether to accept or continue a client relationship
and whether to perform a specific engagement for a client. A firm's client acceptance and continuance policies represent a key element in mitigating litigation and business risk. Accordingly, it is important that a firm be aware that
the integrity and reputation of a client's management could reflect the reliability of the client's accounting records and financial representations and, therefore, affect the firm's reputation or involvement in litigation. A firm's policies
and procedures related to the acceptance and continuance of client relationships and specific engagements should provide the firm with reasonable assurance that it will undertake or continue relationships and engagements only
where it

r
r
r
r

is competent to perform the engagement and has the capabilities,
including the time and resources, to do so;
can comply with legal and relevant ethical requirements;
has considered the client's integrity and does not have information
that would lead it to conclude that the client lacks integrity; and
has reached an understanding with the client regarding the services to be performed.

1.12 This assurance should be obtained before accepting an engagement
with a new client, when deciding whether to continue an existing engagement,
and when considering acceptance of a new engagement with an existing client.
Establishing and maintaining policies such as the following assist the firm in
obtaining this assurance:

2 A foreign-associated firm is a firm domiciled outside of the United States and its territories that
is a member of, correspondent with, or similarly associated with an international firm or international
association of firms.
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Evaluate factors that have a bearing on management's integrity
and consider the risk associated with providing professional services in particular circumstances.3
Evaluate whether the engagement can be completed with professional competence; undertake only those engagements for
which the firm has the capabilities, resources, and professional
competence to complete; and evaluate, at the end of specific periods or upon occurrence of certain events, whether the relationship
should be continued.
Obtain an understanding, preferably in writing, with the client
regarding the services to be performed.
Establish procedures on continuing an engagement and the client
relationship, including procedures for dealing with information
that would have caused the firm to decline an engagement if the
information had been available earlier.
Require documentation of how issues relating to acceptance or
continuance of client relationships and specific engagements were
resolved.

Human Resources
1.13 The purpose of the human resources element of a system of quality
control is to provide the firm with reasonable assurance that it has sufficient
personnel with the capabilities, competence, and commitment to ethical principles necessary (a) to perform its engagements in accordance with professional
standards and regulatory and legal requirements, and (b) to enable the firm
to issue reports that are appropriate in the circumstances. Establishing and
maintaining policies such as the following assist the firm in obtaining this assurance:

r
r
r
r

Recruit and hire personnel of integrity who possess the characteristics that enable them to perform competently.
Determine capabilities and competencies required for an engagement, especially for the engagement partner, based on the characteristics of the particular client, industry, and kind of service
being performed. Specific competencies necessary for an engagement partner are discussed in paragraph .A27 of QC section 10.
Determine the capabilities and competencies possessed by personnel.
Assign the responsibility for each engagement to an engagement
partner.

3 Such considerations would include the risk of providing professional services to significant
clients or to other clients for which the practitioner's objectivity or the appearance of independence
may be impaired. In broad terms, the significance of a client to a member or a firm refers to relationships that could diminish a practitioner's objectivity and independence in performing attest services.
Examples of factors to consider in determining the significance of a client to an engagement partner,
office, or practice unit include (a) the amount of time the partner, office, or practice unit devotes to the
engagement, (b) the effect on the partner's stature within the firm as a result of his or her service to
the client, (c) the manner in which the partner, office, or practice unit is compensated, or (d) the effect
that losing the client would have on the partner, office, or practice unit.
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Assign personnel based on the knowledge, skills, and abilities required in the circumstances and the nature and extent of supervision needed.
Have personnel participate in general and industry-specific continuing professional education and professional development activities that enable them to accomplish assigned responsibilities and satisfy applicable continuing professional education
requirements of the AICPA, state boards of accountancy, and other
regulators.
Select for advancement only those individuals who have the qualifications necessary to fulfill the responsibilities they will be called
on to assume.

Engagement Performance
1.14 The purpose of the engagement performance element of quality control is to provide the firm with reasonable assurance (a) that engagements are
consistently performed in accordance with applicable professional standards
and regulatory and legal requirements, and (b) that the firm or the engagement
partner issues reports that are appropriate in the circumstances. Policies and
procedures for engagement performance should address all phases of the design
and execution of the engagement, including engagement performance, supervision responsibilities, and review responsibilities. Policies and procedures also
should require that consultation takes place when appropriate. In addition, a
policy should establish criteria against which all engagements are to be evaluated to determine whether an engagement quality control review should be
performed.
1.15 Establishing and maintaining policies such as the following assist
the firm in obtaining the assurance required relating to the engagement performance element of quality control:

r
r
r
r
r
r
r

Plan all engagements to meet professional, regulatory, and the
firm's requirements.
Perform work and issue reports and other communications that
meet professional, regulatory, and the firm's requirements.
Require that work performed by other team members be reviewed
by qualified engagement team members, which may include the
engagement partner, on a timely basis.
Require the engagement team to complete the assembly of final
engagement files on a timely basis.
Establish procedures to maintain the confidentiality, safe custody,
integrity, accessibility, and retrievability of engagement documentation.
Require the retention of engagement documentation for a period
of time sufficient to meet the needs of the firm, professional standards, laws, and regulations.
Require that
—
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when dealing with complex, unusual, unfamiliar, difficult, or contentious issues);
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— sufficient and appropriate resources be available to enable appropriate consultation to take place;
— all the relevant facts known to the engagement team be
provided to those consulted;
— the nature, scope, and conclusions of such consultations
be documented; and

r

— the conclusions resulting from such consultations be implemented.
Require that
— differences of opinion be dealt with and resolved;
— conclusions reached are documented and implemented;
and

r

— the report not be released until the matter is resolved.
Require that
— all engagements be evaluated against the criteria for determining whether an engagement quality control review
should be performed;
— an engagement quality control review be performed for
all engagements that meet the criteria; and

r
r

— the review be completed before the report is released.
Establish procedures addressing the nature, timing, extent, and
documentation of the engagement quality control review.
Establish criteria for the eligibility of engagement quality control
reviewers.

Monitoring
1.16 The purpose of the monitoring element of a system of quality control
is to provide the firm and its engagement partners with reasonable assurance
that the policies and procedures related to the system of quality control are relevant, adequate, operating effectively, and complied with in practice. Monitoring
involves an ongoing consideration and evaluation of the appropriateness of the
design, the effectiveness of the operation of a firm's quality control system, and
a firm's compliance with its quality control policies and procedures. The purpose of monitoring compliance with quality control policies and procedures is
to provide an evaluation of the following:

r
r
r

Adherence to professional standards and regulatory and legal requirements
Whether the quality control system has been appropriately designed and effectively implemented
Whether the firm's quality control policies and procedures have
been operating effectively so that reports issued by the firm are
appropriate in the circumstances

1.17 Establishing and maintaining policies such as the following assist the
firm in obtaining the assurance required relating to the monitoring element of
quality control:
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Assign responsibility for the monitoring process to a partner or
partners or other persons with sufficient and appropriate experience and authority in the firm to assume that responsibility.
Assign performance of the monitoring process to competent individuals.
Require the performance of monitoring procedures that are sufficiently comprehensive to enable the firm to assess compliance
with all applicable professional standards and the firm's quality
control policies and procedures. Monitoring procedures consist of
the following:
—

Review of selected administrative and personnel records
pertaining to the quality control elements.

—

Review of engagement documentation, reports, and
clients' financial statements.

—

Summarization of the findings from the monitoring procedures, at least annually, and consideration of the systemic causes of findings that indicate that improvements
are needed.

—

Determination of any corrective actions to be taken or
improvements to be made with respect to the specific engagements reviewed or the firm's quality control policies
and procedures.

—

Communication of the identified findings to appropriate
firm management personnel.

—

Consideration of findings by appropriate firm management personnel who should also determine that any actions necessary, including necessary modifications to the
quality control system, are taken on a timely basis.

—

Assessment of

r
r
r
r
r
r

r

the appropriateness of the firm's guidance materials and any practice aids;
new developments in professional standards and
regulatory and legal requirements and how they
are reflected in the firm's policies and procedures
where appropriate;
compliance with policies and procedures on independence;
the effectiveness of continuing professional development, including training;
decisions related to acceptance and continuance
of client relationships and specific engagements;
and
firm personnel's understanding of the firm's quality control policies and procedures and implementation thereof.

Communicate at least annually, to relevant engagement partners
and other appropriate personnel, deficiencies noted as a result of
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r

the monitoring process and recommendations for appropriate remedial action.
Communicate the results of the monitoring of its quality control
system process to relevant firm personnel at least annually.
Establish procedures designed to provide the firm with reasonable
assurance that it deals appropriately with the following:
— Complaints and allegations that the work performed by
the firm fails to comply with professional standards and
regulatory and legal requirements.
— Allegations of noncompliance with the firm's system of
quality control.
— Deficiencies in the design or operation of the firm's quality control policies and procedures, or noncompliance
with the firm's system of quality control by an individual or individuals, as identified during the investigations
into complaints and allegations.

r

This includes establishing clearly defined channels for firm
personnel to raise any concerns in a manner that enables
them to come forward without fear of reprisal and documenting complaints and allegations and the responses to them.
Require appropriate documentation to provide evidence of the operation of each element of its system of quality control. The form
and content of documentation evidencing the operation of each of
the elements of the system of quality control is a matter of judgment and depends on a number of factors, including the following,
for example:
— The size of the firm and the number of offices.

r

— The nature and complexity of the firm's practice and organization.
Require retention of documentation providing evidence of the operation of the system of quality control for a period of time sufficient to permit those performing monitoring procedures and peer
review to evaluate the firm's compliance with its system of quality
control, or for a longer period if required by law or regulation.

1.18 Some of the monitoring procedures discussed in the previous list may
be accomplished through the performance of the following:

r
r
r

Engagement quality control review
Review of engagement documentation, reports, and clients' financial statements for selected engagements after the report release
date
Inspection4 procedures

4 Inspection is a retrospective evaluation of the adequacy of the firm's quality control policies and
procedures, its personnel's understanding of those policies and procedures, and the extent of the firm's
compliance with them. Although monitoring procedures are meant to be ongoing, they may include
inspection procedures performed at a fixed point in time. Monitoring is a broad concept; inspection is
one specific type of monitoring procedure.
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Documentation of Quality Control Policies and Procedures
1.19 The firm should document each element of its system of quality control. The extent of the documentation will depend on the size, structure, and
nature of the firm's practice. Documentation may be as simple as a checklist of
the firm's policies and procedures or as extensive as practice manuals.

Applying the Quality Control Standards to Four
Hypothetical Firms
1.20 Subsequent chapters in this practice aid present four different hypothetical firms and the quality control policies and procedures each firm implements to address each of the quality control elements. Following is a description
of those firms and their characteristics:

r

r
r

r

Multioffice CPA Firm has 10 offices in 3 states and is centrally
managed. It has approximately 15 partners and 100 professionals. Its accounting and auditing practice has a concentration of
financial institution clients for which it performs audit and attest
services. Multioffice CPA Firm has no issuer clients. (Chapter 2,
"System of Quality Control for a CPA Firm's Accounting and Auditing Practice—Firm With Multiple Offices")
Singleoffice CPA Firm has 1 office, 3 partners, and 10 professionals. Its accounting and auditing practice has a concentration of
employee benefit plan audits. Singleoffice CPA Firm has no issuer
clients. (Chapter 3, "System of Quality Control for a CPA Firm's
Accounting and Auditing Practice—Firm With a Single Office")
Sole Practitioner, CPA, is a sole owner who has no professional
staff and occasionally hires per diem professionals. Her accounting practice consists only of engagements subject to Statements
on Standards for Accounting and Review Services. (Chapter 4,
"System of Quality Control for a CPA Firm's Accounting and Auditing Practice—Sole Practitioner") (Note: Sole practitioners who
perform audit and attest engagements should refer to chapter 3)
Closely Aligned CPA Firm and Non-CPA-Owned Entity are organized in an alternative practice structure, which is a nontraditional
structure in the practice of public accounting consisting of an attest and a nonattest portion of the practice. The attest portion is
conducted through a firm, Closely Aligned CPA Firm, owned and
controlled by CPAs. The nonattest portion is conducted through
a separate entity, Non-CPA-owned Entity, owned and controlled
by individuals who are not CPAs. (Chapter 5, "System of Quality
Control for an Alternative Practice Structure")

1.21 The policies and procedures described in each chapter are those that a
firm of a similar size and type may consider establishing and maintaining. The
policies and procedures used by an actual firm need not necessarily include nor
be limited to all those used by the illustrative firms.
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Illustrative Questions About the Entity’s
Controls Over Its Financial Instrument
Activities (Ref: par. 3.16)
This appendix is nonauthoritative and is included for informational purposes
only.
This appendix provides an illustration of questions that may be helpful to the
auditor in obtaining an understanding of an entity's controls over its financial
instrument activities.
Have those charged with governance or the finance, asset or liability,
investment, or other committee established a clear and an internally
consistent risk management policy, including appropriate risk limits?

r
r
r
r
r

Are the entity's objectives and goals for financial instruments clearly stated and communicated?
To what extent are the entity's operational objectives for
financial instruments being achieved?
Are financial instruments used to mitigate risk, or do they
create additional risk?
If the risk is being assumed, are trading limits established?
Is the entity's strategy for financial instruments' use designed to further its economic, regulatory, industry, or operating objectives?

Are management's strategies and implementation policies consistent
with those charged with governance's authorization?
Management's philosophy and operating style create an environment
that influences the actions of treasury and other personnel involved in
derivatives and hedging activities. The assignment of authority and responsibility for investment transactions sends an important message:

r
r
r

Is that message clear?
Is compliance with these or related policies and procedures evaluated regularly?
Does the treasury function view itself, or is it evaluated,
as a profit center? This might cause members of the treasury department to attempt to enhance earnings through
investment use.

Do key controls exist to ensure that only authorized transactions take
place and that unauthorized transactions are quickly detected, and appropriate action is taken?
Are controls over investment transactions monitored on an ongoing
basis and subject to separate evaluations? If so

r
r
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r
r

are deficiencies being identified and reported upstream?
are duties involving initiation of investment transactions
segregated from other duties (for example, the accounting
and internal audit functions and the valuation of those
financial instruments)?

Are the magnitude, complexity, and risks of the entity's financial instruments commensurate with the entity's objectives?
Internal analyses might include quantitative and qualitative information about the entity's investment transactions and might address the
risks associated with investment, such as

r

credit risk, which is the risk that one party to a financial
instrument will cause a financial loss to another party
by failing to discharge an obligation and is often associated with default. Credit risk includes settlement risk and
counterparty risk, which are defined as follows:
— Counterparty risk connotes the exposure to the
aggregate credit risk posed by all transactions
with one counterparty.

r
r
r

— Settlement risk is the related exposure that a
counterparty may fail to perform under a contract
after the end user has delivered funds or assets
according to its obligations. Settlement risk relates almost solely to over-the-counter contracts
(that is, nonexchange-traded instruments). One
method for minimizing settlement risk is to enter into a master netting agreement that allows
the parties to offset all their related payable and
receivable positions at settlement.
market risk, which is the risk that the fair value or future
cash flows of a financial instrument will fluctuate because
of changes in market prices. Examples of market risk include currency risk, interest rate risk, and commodity and
equity price risk.
liquidity risk, which includes the risk of not being able to
buy or sell a financial instrument at an appropriate price
in a timely manner due to a lack of marketability for that
financial instrument.
operational risk, which relates to the specific processing
required for financial instruments. Operational risk may
increase as the complexity of a financial instrument increases, and poor management of operational risk may increase other types of risk. Operational risk includes
— the risk that confirmation and reconciliation controls are inadequate, resulting in incomplete or
inaccurate recording of financial instruments.
— the risk that there is inappropriate documentation of transactions and insufficient monitoring
of these transactions.
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— the risk that transactions are incorrectly
recorded, processed, or risk managed and,
therefore, do not reflect the economics of the
overall trade.
— the risk that undue reliance is placed by staff on
the accuracy of valuation techniques without adequate review, and transactions are, therefore, incorrectly valued, or their risk is improperly measured.
— the risk that the use of financial instruments is
not adequately incorporated into the entity's risk
management policies and procedures.
— the risk of loss resulting from inadequate or failed
internal processes and systems or from external
events, including the risk of fraud from both internal and external sources.
— the risk that there is inadequate or nontimely
maintenance of valuation techniques used to
measure financial instruments.
— legal risk relating to losses resulting from a legal or regulatory action that invalidates or otherwise precludes performance by the end user or
its counterparty under the terms of the contract
or related netting arrangements. For example, legal risk could arise from insufficient or incorrect
documentation for the contract, an inability to enforce a netting arrangement in bankruptcy, adverse changes in tax laws, or statutes that prohibit entities from investing in certain types of
financial instruments.
The entity's risk assessment may result in a determination about how
to manage identified risks of investment activities:

r
r
r
r

What are the entity's risk exposures, including financial
instruments?
Are the entity's derivatives transactions standard for
their class (such as simple derivatives [for example,
exchange-traded futures contracts]), or are they complex
(such as nonexchange-traded derivatives based on relationships between diverse markets)?
Is the complexity of financial instruments inconsistent
with the risks being managed?
Has management anticipated how it will manage potential investment risks before assuming them?

Are personnel with authority to engage in and monitor financial instrument transactions well-qualified and appropriately trained?

r
©2016, AICPA

Who are the key financial instrument players within the
entity?
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r
r

Is the knowledge vested only in one individual or a small
group?
Are other employees being appropriately educated before
they become involved with financial instrument transactions?

Does the entity have personnel who have been cross-trained in case of
the absence or departure of key personnel involved with financial instrument transactions?

r

How can the entity ensure the integrity, ethical values,
and competence of personnel involved with financial instrument transactions?

Do the right people have the right information to make decisions?
The information might address both external and internal events, activities, and conditions:

r
r
r
r

What information about financial instrument transactions is the entity identifying and capturing?
Is the entity capturing and communicating information about market changes affecting the financial instruments?
Is the entity capturing and communicating changes in its
strategy for the mix of assets and liabilities that are the
focus of risk management activities involving financial instruments?
How is this information being communicated, and is this
information being communicated to all affected parties?

The entity's analysis and internal reporting might include how well
the entity is achieving its strategy of using financial instruments:

r

Are the analysis and internal reporting of risks that the
entity is managing and the effectiveness of its strategies
comprehensive, reliable, and well-designed to facilitate
oversight?

Those charged with governance or the finance, asset or liability, investment, or other committee might consider investment transactions in
the context of how related risks affect the achievement of the entity's
objectives (for example, economic, regulatory, industry, or operating):

r

Do financial instrument transactions increase the entity's
exposure to risks that might frustrate, rather than further, achievement of the entity's objectives?

In assessing if the right people have the right information, transactional questions exist that may be asked and answered:

r
r
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Does the entity know how the value of its financial instruments will change under extreme market conditions?
Is the entity's published financial information being prepared reliably and in conformity with the applicable financial reporting framework?
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Examples of Control Objectives, Related
Controls, and Illustrative Tests of Controls
for Financial Instruments (Ref: par. 3.37)
This appendix is nonauthoritative and is included for informational purposes
only.
The following table provides examples of control objectives, related controls,
and illustrative tests of controls for financial instruments. The illustrative tests
of controls may contain multiple tests addressing the same related controls. It
is not necessarily intended that all illustrative tests would be performed for
each related control; rather, they are included for example purposes.
Control
Objective
Financial
instrument
transactions are
initiated in
accordance with
management's
established
policies and
procedures.

Related Controls

Illustrative Tests of
Controls

Guidelines have been
prescribed for acceptable
risk and rate of return
levels for the entity's
financial instruments.
Financial instrument
personnel must obtain
approval to purchase
financial instruments that
do not conform with the
prescribed guidelines.
Supervisory personnel
monitor financial
instrument purchases to
determine whether
approval was obtained to
purchase financial
instruments that do not
conform with the
prescribed guidelines.

Inspecting documentation
of the monitoring by
supervisory personnel to
determine whether
approval was obtained to
purchase financial
instruments that do not
conform with the
prescribed guidelines and
testing some of the
purchases the supervisory
personnel reviewed.

Lists of authorized
financial instrument
dealers are maintained and
updated periodically, and
supervisory personnel
periodically review
documentation of financial
instrument transactions to
determine whether only
authorized dealers were
used.

Inspecting documentation
of the review by
supervisory personnel of
financial instrument
transactions to determine
whether only authorized
dealers were used and
testing some of the
transactions the
supervisory personnel
reviewed.
(continued)
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Control
Objective

Information
relating to
financial
instruments and
financial
instrument
transactions is
complete and
accurate.

AAG-AFI APP C

Related Controls

Illustrative Tests of
Controls

Those charged with
governance, generally
through their finance, asset
or liability, investment, or
other committee, review
reports of financial
instrument transactions to
determine whether the
entity's guidelines for
financial instrument
transactions are being
complied with.

Inspecting minutes of
meetings of those charged
with governance or the
finance, asset or liability,
investment, or other
committee for evidence of
review of reports of
financial instrument
transactions and evidence
of approval of changes in
financial instrument
policies.

Those charged with
governance, generally
through their finance, asset
or liability, investment, or
other committee, must
approve changes in
financial instrument
policies, and approval must
be documented.

Inspecting minutes of
meetings of those charged
with governance or the
finance, asset or liability,
investment, or other
committee for evidence of
review of reports of
financial instrument
transactions and evidence
of approval of changes in
financial instrument
policies.

Duties among those who
initiate financial
instrument transactions,
have access to financial
instruments, and post or
reconcile related
accounting records are
appropriately segregated,
and supervisory personnel
regularly review
reconciliations of
information provided by
individuals performing
these functions.

Inspecting documentation
of the review by
supervisory personnel of
reconciliations of
information about financial
instrument transactions
provided by the segregated
functions and testing some
of the reconciliations they
reviewed.
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Control
Objective

Related Controls

Illustrative Tests of
Controls

Supervisory personnel
periodically review
documentation supporting
the acquisition and
transfer of financial
instruments to ensure that
classification of the
financial instruments was
made and documented at
acquisition (and date of
transfer, if applicable) and
is in accordance with the
entity's financial
instrument policies,
management's intent, and
the applicable financial
reporting framework.

Inspecting documentation
of the review by
supervisory personnel of
the documentation
supporting the acquisition
and transfer of financial
instruments and inspecting
a sample of the
documentation they
reviewed.

Supervisory personnel
periodically review
accounting entries
supporting financial
instrument transactions.

Inspecting documentation
of the review by
supervisory personnel of
accounting entries and
testing a sample of the
entries they reviewed.

Supervisory personnel
periodically review trader
(sales function) to
operations (administrative
and support services)
reconciliations for open
positions and profit and
loss.

Inspecting documentation
of the review by
supervisory personnel of
accounting entries and
testing a sample of the
entries they reviewed.

Supervisory personnel
periodically analyze
recorded interest and
dividend income, including
comparing actual yields
during the period with
expected yields based on
previous results and
current market trends, and
investigate significant
differences from the
expected results.

Inspecting documentation
of the analysis by
supervisory personnel of
recorded interest and
dividend income and
testing the resolution of
significant differences from
their expectations.

(continued)
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Control
Objective

Related Controls

Illustrative Tests of
Controls

Derivatives
accounted for as
hedges meet the
designation,
documentation,
and assessment
requirements of
the applicable
financial reporting
framework.

Hedge documentation is
prepared
contemporaneous with the
hedging transactions and
reviewed by supervisory
personnel for compliance
with the requirements of
the applicable financial
reporting framework.

Obtaining hedge
documentation prepared
by the entity and all
related contracts and
agreements for the
transaction. Compare the
documentation to the
applicable financial
reporting framework
requirements, noting
contemporaneous
preparation with the
transaction and evidence
of the review by
supervisory personnel.

Financial
instruments are on
hand or held in
custody or for
safekeeping by
others.

Supervisory personnel
periodically review
recorded financial
instruments, compare
them with safekeeping
ledgers and timely
custodial confirmations,
and investigate
significant differences.

Inspecting documentation
of the review by
supervisory personnel.
Comparing reconciliations
to custodial confirmations
and general ledger
accounts.

The carrying
amount of debt,
equity securities,
and financial
instruments is
adjusted to fair
value, when
applicable, and
changes in the fair
value of those
financial
instruments are
accounted for in
conformity with
the applicable
financial reporting
framework.

Duties of those
committing the entity to
underlying transactions
are segregated from those
responsible for
undertaking the
valuations of financial
instruments.

Obtaining an
understanding of the
entity's controls over the
initiation of financial
instrument transactions
and the valuation of the
financial instruments
recorded by the
transactions.

Supervisory personnel
periodically review the
recorded fair values of
financial instruments and
investigate significant
differences from the
amounts expected.

Inspecting documentation
of the review by
supervisory personnel.
Testing their investigation
of significant differences.
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Control
Objective

Related Controls

Illustrative Tests of
Controls

Service organizations are
utilized for pricing services
or other fair value
determinations.

Obtaining an understanding
of the role of the service
organization in the
calculation of fair value of
financial instruments.
Inspecting documentation of
management's review of the
activities performed by the
service organization.
Obtaining and evaluating a
report on the service
organization controls.

Specialists are engaged to
determine fair value
measurements.

Determining the nature,
timing, and extent of the
audit procedures to be
performed in auditing the
work of an auditor's
specialists.
Evaluating the competence,
capabilities, and objectivity
of the auditor's specialist.
Obtaining an understanding
of the field of expertise of the
auditor's specialists.
Obtaining an agreement
with the auditor's
specialists.
Evaluating the adequacy of
the work of the auditor's
specialists.
Inspecting documentation of
management's and, when
appropriate, those charged
with governance's review
and approval of fair value
measurements (estimates)
determined by specialists.

Supervisory personnel
monitor realized gains and
losses to determine that
appropriate amounts have
been reclassified from
accumulated other
comprehensive income.

Testing a sample of financial
instruments by agreeing
published price quotations
in an active market to fair
value calculations utilized
by the entity.
Recalculating the amounts
of the reclassifications.
(continued)
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Control
Objective
Financial
instruments are
monitored on an
ongoing basis to
recognize and
measure events
affecting related
financial
statement
assertions.
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Related Controls
Supervisory personnel
regularly review recorded
financial instruments to
determine that events
affecting their presentation
and disclosure are
considered, such as factors
indicating impairment,
loans of the financial
instruments to other
entities, or pledging
financial instruments as
collateral.

Illustrative Tests of
Controls
Inquiring of supervisory
personnel about whether
financial instrument
portfolios and related
transactions, including
impairments, are being
monitored on a timely
basis.
Inspecting documentation
of the review of recorded
financial instruments and
testing a sample of the
financial instruments that
supervisory personnel
reviewed.
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Appendix D

Information About the Black-Scholes
Valuation Model (Ref: par. 1.38)
This appendix is nonauthoritative and is included for informational purposes
only.
This appendix provides an overview of how to evaluate fair values calculated by
an entity using the Black-Scholes option pricing model. Although this model ordinarily may involve complex calculations, the following illustrations focus only
on the elements of the calculations that are typically most relevant to auditors.
Refer to guidance in AU-C section 500, Audit Evidence (AICPA, Professional
Standards), when evaluating fair values derived by management's specialist.
The following table discusses evaluating fair values derived using the BlackScholes option pricing model:
What is it?

The Black-Scholes option pricing model is a
mathematical model for estimating the price of options.
To estimate fair value, the model uses five variables:
a. Time to expiration of the option
b. Exercise or strike price of the option
c. Risk-free interest rate
d. Price of the underlying stock
e. Volatility of the price of the underlying stock

Who uses it?

The Black-Scholes model is not the only model for
estimating the price of options (some others are the
Monte-Carlo simulation and binomial trees); however,
Black-Scholes is the best known and most widely used.
Computer versions of this model are widely available,
and virtually any broker who trades options has access
to them.

What are the
key
assumptions?

Strictly speaking, the Black-Scholes model applies only
to European-style options (in which the buyer of the
option can exercise the option only on the expiration
date) that pay no dividends. Adjustments should be
made to the model to address other situations.
Of the five variables used in the model, the first three
(time to expiration, strike price, and risk-free interest
rate) are easy to corroborate. The fourth variable—the
price of the underlying stock—also may be easy to verify
if the stock is publicly traded. If the stock is not publicly
traded, then its price must be estimated.
Typically, the fifth factor—volatility of the underlying
stock—is the most subjective and difficult to estimate of
the five variables.
(continued)
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More about
volatility

Price volatility can be viewed in the context of the
bell-shaped curve. In a bell-shaped curve, the mean and
median of a population are at the apex of the curve. The
standard deviation describes the shape of the curve.
Approximately 68 percent of the values in a normal
distribution are within ± 1 standard deviation of the
mean, 95 percent of the values are within ± 2 standard
deviations, and 99.7 percent of the values are included
within 3 standard deviations. The standard deviation
describes 2 factors: the dispersion of the data and the
probability that any specified outcome will fall within
the standard deviation selected. The greater the
standard deviation, the flatter the bell-shaped curve and
the more dispersed the data.
Volatility is nothing more than the standard deviation of
the price of a particular stock. Usually, it is expressed as
a percentage of the stock value. For example, assume
that the stock of XYZ is trading at $40, and its volatility
is 20 percent. Over the course of 1 year, its trading range
would be projected to be within 20 percent of its current
price approximately 68 percent of the time. That is,
approximately 68 percent of the time, the stock would
trade between $32 and $48. Going out to 2 standard
deviations, 95 percent of the time, the stock would trade
between $24 and $56.
Annual volatility can be adjusted to a daily rate. The
Black-Scholes model does this by dividing the annual
volatility by the square root of the number of trading
periods. In any year, there are approximately 256 trading
days (this excludes weekends and holidays), and the
square root of 256 is 16. To convert an annual volatility
rate to a daily rate, divide it by 16. Thus, if the annual
volatility was 20 percent, the daily volatility would equal
20 percent ÷ 16, or 1.25 percent. In the example of XYZ
Company stock trading at $40 per share, standard
deviation on the first day would be $0.50 ($40 × 1.25
percent). At the end of the first day of trading, there is
approximately a 68 percent chance that the value of the
stock will be between $39.50 and $40.50 per share.

How might the
auditor audit a
Black-Scholesderived
value?
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Understand how the five variables affect the estimate of
the value of the stock option. The following table
summarizes the effects.
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Put

Variable

If the
variable

If the
variable

The option
price

Time to expiration

Increases

Increases

Increases

Increases

Exercise price

Increases

Decreases

Increases

Increases

Risk-free interest
rate

Increases

Increases

Increases

Decreases

Stock price

Increases

Increases

Increases

Decreases

Volatility

Increases

Increases

Increases

Increases

Understand what, if any, adjustments to the Black-Scholes model were made.
Identify the key assumptions underlying those adjustments.
Test the assumptions used in the model for which objective evidence exists.
If the stock is not publicly traded, the price of the stock needs to be estimated.
Test the process and method used to make this estimate. Determine whether
the estimate is adequately supported. If possible, compare the estimated stock
price with stock prices of comparable companies in the same industry.
Assess the assumed volatility for reasonableness. If the stock is publicly
traded, volatility ordinarily correlates to the historical price movement of
the stock: approximately 68 percent of the values of the stock should fall
within 1 standard deviation of the median. The auditor may consider recalculating the volatility assumptions by referring to historical stock price movements. If the stock is not traded publicly, compare the assumed volatility with
other entities in the same industry. FASB Accounting Standards Codification
718, Compensation—Stock Compensation, requires companies to disclose the
volatility used to value employee stock options, and these disclosures could be
a source of information.
Determine how sensitive the estimate of fair value is to changes in volatility.
Ask the entity to run the model several times using different volatility rates
while all other variables are held constant. This will indicate how sensitive
the estimate is to assumptions about volatility. Evaluate the results of this
test in light of materiality. For example, if large changes in the volatility rate
do not produce a material effect on the financial statements, the auditor may
be able to reduce audit risk to an acceptable level with a minimum of other
test work.
As an alternative to these procedures, the auditor may recalculate the option
price using a different model and assumptions the auditor deems appropriate.
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Appendix E

Information About the Zero-Coupon
Valuation Model (Ref: par. 1.38)
This appendix is nonauthoritative and is included for informational purposes
only.
This appendix provides an overview of how to evaluate fair values calculated by
an entity using the zero-coupon method. Although this model ordinarily may
involve complex calculations, the following illustrations focus only on the elements of the calculations that are typically most relevant to auditors. Refer
to guidance in AU-C section 500, Audit Evidence (AICPA, Professional Standards), when evaluating fair values derived by management's specialist.
The following table discusses evaluating the fair value of interest rate swaps
derived using the zero-coupon method:
What is it?

The zero-coupon method is a present value model in which
the net settlements from the swap are estimated and
discounted back to their current value. Like any present
value model, key variables include the following:
• Timing of the cash flows
• Discount rate
• Estimated net settlement cash flows

Who uses it?

The zero-coupon method for estimating the fair value of
swaps is not the only acceptable method. However, most
other methods use a present value-based model, and the
assumptions would be similar.

What are the
key
assumptions?

The timing of the cash flows usually is a contractual matter
that will likely be easy to verify. For the zero-coupon method,
the discount rates used are the spot interest rates implied
by the current yield curve for hypothetical zero-coupon
bonds due on the date of each future net settlement on the
swap. These rates, too, will likely be easy to corroborate.
Difficulties arise in estimating the amount of future cash
flows.

More about
estimating
future cash
flows.

Suppose that ABC entered into an agreement to swap
payments on a fixed-rate liability for a variable rate. If
interest rates decline, ABC will receive a net positive cash
flow from the swap because the amount received on the fixed
rate will be greater than the amount due on the variable
rate. The opposite is true if rates increase. Thus, the future
net settlements are a function of the future price of the
underlying, in this case, interest rates. The zero-coupon
method simplifies the estimate of future cash flows by
calculating the net settlement that would be required if
future interest rates are equal to the rates implied by the
current yield curve. Any changes in the yield curve are
accounted for prospectively.

(continued)
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How might
the auditor
audit the fair
value of a
swap derived
using the
zero-coupon
method?

AAG-AFI APP E

The audit approach would be the same as for any other
present value-based estimate. The auditor focuses on the
discount rate and the estimate of future cash flows. Of the
two, the future cash flows usually have the bigger effect on
the final estimate of fair value. Understand the assumptions
underlying the discount rate and, to the extent possible,
verify the objective elements of this rate. Understand the
assumptions underlying the estimate of future cash flows.
Examine management's documentation to see whether these
assumptions are adequately supported.
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Accounting for Financial Instruments
This appendix is nonauthoritative and is included for informational purposes
only.

Overall Project Objective
The objective of FASB's Accounting for Financial Instruments project is to significantly improve the decision usefulness of financial instrument reporting for
users of financial statements. The project was initiated to reconsider recognition and measurement of financial instruments, address issues related to
impairment of financial instruments and hedge accounting, and increase convergence in accounting for financial instruments. In replacing the existing financial instruments standards, an expected outcome is the simplification of the
accounting requirements for financial instruments. The project was split into
three phases including classification and measurement, impairment, and hedge
accounting. This appendix focusses on the latest developments in each of these
phases.

Classiﬁcation and Measurement
Overview
On January 5, 2016, FASB issued Accounting Standards Update (ASU) No.
2016-01, Financial Instruments—Overall (Subtopic 825-10): Recognition and
Measurement of Financial Assets and Financial Liabilities, to enhance the reporting model for financial instruments and to provide users of financial statements with more decision-useful information. The amendments in the ASU are
intended to improve certain aspects of recognition, measurement, presentation,
and disclosure of financial instruments.
The new guidance will accomplish the following:

r
r
r
r
r

Require equity investments (except those accounted for under the
equity method of accounting or those that result in consolidation
of the investee) to be measured at fair value with changes in fair
value recognized in net income
Replace the impairment model for equity investments without
readily determinable fair values with a qualitative impairment
assessment
Eliminate the requirement to disclose the fair values of financial
assets and financial liabilities measured at amortized cost for entities that are not public business entities
Eliminate the requirement for public business entities to disclose
the methods and significant assumptions used to estimate fair
value that is required to be disclosed for financial assets and financial liabilities measured at amortized cost on the balance sheet
Require public business entities to use the exit price notion when
measuring the fair value of financial instruments for disclosure
purposes
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r
r
r

Require an entity to present separately in other comprehensive
income the portion of the total change in the fair value of a liability resulting from a change in instrument-specific credit risk
when the entity has elected to measure the liability at fair value
in accordance with the fair value option for financial instruments
Require separate presentation of financial assets and financial liabilities by measurement category and form of financial asset (that
is, securities or loans and receivables) on the balance sheet or the
accompanying notes to the financial statements
Clarify that an entity should evaluate the need for a valuation
allowance on a deferred tax asset related to available-for-sale debt
securities in combination with an entity's other deferred tax assets
Eliminate an entity's ability to estimate the disclosed fair values
of financial assets and financial liabilities on the basis of entry
prices

Applicability and Effective Date
ASU No. 2016-01 affects all entities that hold financial assets or have financial
liabilities and is effective as follows:

Fiscal Years
Beginning After
Public business entities

Interim Periods
Within Fiscal Years
Beginning After

December 15, 2017

December 15, 2017

All other entities, including December 15, 2018
not-for-profit entities and
employee benefit plans
within the scope of FASB
Accounting Standards
Codification (ASC)
960–965 on plan
accounting

December 15, 2019

All entities that are not public business entities may adopt the amendments
in this ASU earlier as of the fiscal years beginning after December 15, 2017,
including interim periods within those fiscal years.
Early application by public business entities to financial statements of fiscal
years or interim periods that have not yet been issued or, by all other entities,
that have not yet been made available for issuance of the following amendments
in this ASU are permitted as of the beginning of the fiscal year of adoption:

r

r
AAG-AFI APP F

An entity should present separately in other comprehensive income the portion of the total change in the fair value of a liability
resulting from a change in the instrument-specific credit risk if
the entity has elected to measure the liability at fair value in accordance with the fair value option for financial instruments.
Entities that are not public business entities are not required to
apply the fair value of financial instruments disclosure guidance
in the "General" subsection of FASB ASC 825-10-50.
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With the exception of this early application guidance, early adoption of the
amendments in this ASU is not permitted.

Impairment
Overview
On June 16, 2016, FASB issued ASU No. 2016-13, Financial Instruments—
Credit Losses (Topic 326): Measurement of Credit Losses on Financial Instruments, to provide financial statement users with more decision-useful information about the expected credit losses on financial instruments and other commitments to extend credit held by a reporting entity at each reporting date.
Upon the effective date of this ASU, the incurred loss impairment methodology in current general accepted accounting principles (GAAP) is replaced with
a methodology that reflects expected credit losses and requires consideration
of a broader range of reasonable and supportable information to inform credit
loss estimates.

Assets Measured at Amortized Cost
ASU No. 2016-13 eliminates the probable initial recognition threshold under
current GAAP and requires entities that measure financial assets (or a group
of financial assets) at amortized cost basis to present such assets at the net
amount expected to be collected. The amendments in this ASU broaden the
information that an entity must consider in developing its expected credit loss
estimate for assets measured either collectively or individually. In addition to
past events and current conditions, entities should also consider reasonable
and supportable forecasts that affect the collectibility of the reported amount.
However, an entity may revert to historical loss information that is reflective
of the contractual term (considering the effect of prepayments) for periods that
are beyond the time frame for which the entity is able to develop reasonable
and supportable forecasts.
An entity may apply any method for measuring expected credit losses as long
as their method reasonably reflects its expectations of the credit loss estimate.

Purchased Financial Assets With Credit Deterioration
ASU No. 2016-13 defines purchased financial assets with credit deterioration
(PCD assets) as acquired individual financial assets (or acquired groups of financial assets with similar risk characteristics) that as of the date of acquisition have experienced a more-than-insignificant deterioration in credit quality
since origination, as determined by the acquirer's assessment. The allowance
for credit losses for PCD assets that are measured at amortized cost basis is determined in a similar manner to other financial assets measured at amortized
cost basis. The initial allowance for credit losses is added to the purchase price,
rather than being reported as a credit loss expense. Entities record only subsequent changes in the allowance for credit losses as a credit loss expense for
PCD assets. Furthermore, an entity should recognize interest income for PCD
assets based on the effective interest rate, excluding the discount embedded in
the purchase price that is attributable to the acquirer's assessment of credit
losses at acquisition.
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Disclosures
In an effort to increase users' understanding of underwriting standards and
credit quality trends, ASU No. 2016-13 requires the current disclosure on credit
quality indicators in relation to the amortized cost of financing receivables to
be further disaggregated by year of origination (or vintage). Entities that are
not public business entities are not required to disclose the disaggregation by
year of origination.

Available for Sale Debt Securities
Entities will now be required to present credit losses on available-for-sale debt
securities as an allowance, rather than as a permanent write-down.
An entity will now be able to record reversals of credit losses on debt securities
(in situations in which the estimate of credit declines) in current period net
income. Thus, aligning the income statement recognition of credit losses with
the reporting period in which changes occur. However, an entity may not record
an allowance for credit losses exceeding the amount by which fair value is below
amortized cost.

Purchased Debt Securities With Credit Deterioration
The allowance for credit losses for purchased available-for-sale debt securities
with a more-than-insignificant amount of credit deterioration since origination
is also determined in a similar manner to other available-for-sale debt securities. However, ASU No. 2016-13 requires an entity to add the initial allowance
for credit losses to the purchase price, rather than reporting it as a credit loss
expense. Entities record only subsequent changes in the allowance for credit
losses as a credit loss expense. Furthermore, an entity should recognize interest
income based on the effective interest rate, excluding the discount embedded
in the purchase price that is attributable to the acquirer's assessment of credit
losses at acquisition.

Troubled Debt Restructurings
The ASU does not change the definition or derecognition guidelines for troubled
debt restructurings (TDRs), but, rather, changes the impairment recognized on
restructuring. Credit losses for TDRs now will be measured using the current
expected credit loss model. The ASU eliminates the current GAAP requirement
to use a discounted cash flow technique. Credit losses, including concessions
given to a borrower under a TDR, will be recognized through an allowance
account.

Applicability and Effective Date
ASU No. 2016-13 affects entities holding financial assets and net investment in
leases that are not accounted for at fair value through net income. It also affects
loans, debt securities, trade receivables, net investments in leases, off-balance
sheet credit exposures, reinsurance receivables, and any other financial assets
not excluded from the scope that have the contractual right to receive cash.
Because there is diversity in practice in applying the incurred loss methodology,
ASU No. 2016-13 will affect entities to varying degrees depending on the credit
quality of the assets held by the entities, their duration, and how the entity
applies current GAAP.

AAG-AFI APP F
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ASU No. 2016-13 is effective as follows:

Fiscal Years
Beginning After

Interim Periods
Within Fiscal Years
Beginning After

Public business entities
that are SEC filers

December 15, 2019

December 15, 2019

All other public entities

December 15, 2020

December 15, 2020

All other entities, including December 15, 2020
not-for-profit entities and
employee benefit plans
within the scope of FASB
ASC 960–965 on plan
accounting

December 15, 2021

All entities may adopt the amendments in this ASU earlier as of the fiscal years
beginning after December 15, 2018, including interim periods within those fiscal years.

Transition Resource Group
Due to the potential for significant changes that may result from the issuance
of the new standard, FASB has formed the Transition Resource Group (TRG)
for Credit Losses to

r
r
r

solicit, analyze, and discuss stakeholder issues arising from implementation of the new guidance.
inform FASB about those implementation issues, which will help
FASB determine what, if any, action will be needed to address
those issues.
provide a forum for stakeholders to learn about the new guidance
from others involved with implementation.

The TRG will meet to discuss and share their views on potential implementation issues raised by concerned parties and, subsequent to each meeting, FASB
will determine what actions, if any, will be taken on each issue. Refer to the
page "Transition Resource Group for Credit Losses" on FASB's website for more
information on this group and the status of their efforts, including meeting materials and meeting summaries.

Hedge Accounting
Overview
Hedge accounting is the third phase in FASB's overall project on accounting
for financial instruments. The objective of this project is to make targeted improvements to the hedge accounting model based on the feedback received from
preparers, auditors, users, and other stakeholders. FASB has also noted it will
consider opportunities to align with IFRS 9, Financial Instruments.
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Latest Developments
FASB staff are drafting a proposed ASU based on the tentative decisions
reached by the board. Readers are encouraged to visit the "Technical Agenda"
page under "Projects" at www.fasb.org for the latest developments regarding
the hedge accounting phase.

Conclusion
The extent of the effect of the new financial instruments standards will depend
upon the relative significance of financial instruments to an entity's operations
and financial positon as well as the entity's business strategy. To provide
CPAs with guidance during this time of transition, the AICPA's Financial
Reporting Center (FRC) offers invaluable resources on the topic. In addition,
the FRC includes a list of conferences, webcasts, and products to keep you
informed on the latest developments in accounting for financial instruments.
Refer to www.aicpa.org/InterestAreas/FRC/AccountingFinancialReporting/
FinancialInstruments/Pages/financial-instruments.aspx to stay updated on
the latest information available on accounting for financial instruments.
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Appendix G

Schedule of Changes Made to the Text
From the Previous Edition
This appendix is nonauthoritative and is included for informational purposes
only.
As of September 1, 2016
This schedule of changes identifies areas in the text and footnotes of this guide
that have that have changed since the previous edition. Entries in the table of
this appendix reflect current numbering, lettering (including that in appendix
names), and character designations that resulted from the renumbering or reordering that occurred in the updating of this guide.
Reference

Change

General

Information related to FASB Accounting
Standards Update (ASU) No. 2016-01,
Financial Instruments—Overall (Subtopic
825-10): Recognition and Measurement of
Financial Assets and Financial Liabilities, has
been placed in shaded "Guidance Update"
boxes throughout this guide, where relevant.

Preface

Updated.

Paragraph 3.49

Modified as a result of Statement on
Standards for Attestation Engagements No.
18, Attestation Standards: Clarification and
Recodification (AICPA, Professional
Standards), for clarity.

Paragraph 4.36

Modified as a result of FASB ASU No. 2015-10,
Technical Corrections and Improvements.

Paragraph 4.37

Added as a result of FASB ASU No. 2015-10.

Paragraph 6.23

Modified as a result of Statement on Auditing
Standards No. 131, Amendment to Statement
on Auditing Standards No. 122 Section 700,
Forming an Opinion and Reporting on
Financial Statements (AICPA, Professional
Standards, AU-C sec. 700).

Paragraph 12.16

Modified as a result of FASB ASU No. 2016-05,
Derivatives and Hedging (Topic 815): Effect of
Derivative Contract Novations on Existing
Hedge Accounting Relationships (a consensus
of the Emerging Issues Task Force).
(continued)
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Reference

Change

Former appendix A

Deleted.

Appendix A

Added.

Appendix F

Added.

Index of Pronouncements
and Other Technical
Guidance

Updated.

Subject Index

Updated.
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Index of Pronouncements and Other Technical Guidance

Index of Pronouncements and Other
Technical Guidance
A
Title

Paragraphs

AT-C Section
320, Reporting on an Examination of Controls at
a Service Organization Relevant to User Entities'
Internal Control Over Financial Reporting

3.49

AU-C Section
200, Overall Objectives of the Independent
Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing
Standards

4.05

220, Quality Control for an Engagement
Conducted in Accordance With Generally
Accepted Auditing Standards

2.09

260, The Auditor's Communication With Those
Charged With Governance
315, Understanding the Entity and Its
Environment and Assessing the Risks of
Material Misstatement

6.09, 6.32
3.01–.03, 4.01, 7.20

330, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit
Evidence Obtained

4.01, 4.09, 4.13, 5.06,
6.03, 6.14, 12.38

402, Audit Considerations Relating to an Entity
Using a Service Organization

3.14, 3.40–.41, 8.12,
8.24, 8.26

450, Evaluation of Misstatements Identified
During the Audit
500, Audit Evidence

501, Audit Evidence—Specific Considerations for
Selected Items
505, External Confirmations
540, Auditing Accounting Estimates, Including
Fair Value Accounting Estimates and Related
Disclosures
580, Written Representations
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6.04
4.13, 5.12, 5.46,
Appendix D,
Appendix E
5.42, 9.06, 10.02,
11.05
4.24–.25, 4.27–.28
2.05, 3.57, 4.03, 5.03,
5.06, 5.09, 5.17, 5.27,
5.48, 6.01, 6.23
6.30
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Title

Paragraphs

600, Special Considerations—Audits of Group
Financial Statements

5.33–.39

620, Using the Work of an Auditor's Specialist

9.27, 10.22, 11.23

700, Forming an Opinion and Reporting on
Financial Statements
705, Modifications to the Opinion in the
Independent Auditor's Report

6.23
3.54, 5.49, 6.09, 6.18

706, Emphasis-of-Matter Paragraphs and
Other-Matter Paragraphs in the Independent
Auditor's Report

6.27

708, Consistency of Financial Statements

5.35

720, Other Information in Documents
Containing Audited Financial Statements

6.28

725, Supplementary Information in Relation to
the Financial Statements as a Whole

6.25–.27

805, Special Considerations—Audits of Single
Financial Statements and Specific Elements,
Accounts, or Items of a Financial Statement

6.24

Audit and Accounting Guide
Service Organizations: Reporting on Controls at
a Service Organization Relevant to User Entities'
Internal Control Over Financial Reporting

3.51

F
Title

Paragraphs

320, Investments—Debt and Equity Securities

7.05, 7.14, 7.18, 7.25,
8.04, 8.15, 8.21, 8.28,
9.27, 10.15–.16,
10.22

FASB ASC

320-10

450, Accounting for Contingencies

7.05, 7.10, 8.15, 8.21,
8.28, Exhibit 10-1 at
10.06
12.15

470, Debt
470-50
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Index of Pronouncements and Other Technical Guidance

Title
815, Derivatives and Hedging

Paragraphs
9.19, 9.27, 10.02,
10.06, 10.15–.16,
11.21, 12.35–.36,
12.38, 12.40, Exhibit
10-1 at 10.06

815-10

9.27

815-15

10.02, 10.04–.06,
10.22

815-20

9.17, 9.27, 11.08,
11.10, 12.14–.15,
12.17

815-25

6.13

815-30

6.14, 12.14, 12.16

820, Fair Value Measurement and Disclosures

7.13

825, Financial Instruments
825-10

10.05

Q
Title

Paragraphs

Q&A section 2220.18, "Applicability of Practical
Expedient"

4.37

S
Title
SSAE No. 18, Attestation Standards: Clarification
and Recodification
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Subject Index
A
ACCOUNTING CONSIDERATIONS
. Embedded derivatives . . . . . 10.03–.12, 10.15
. Foreign currency put options . . . . . . 12.07–.22,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.35
. Interest rate swaps . . . . . . . . . . . . . . . 11.06–.14
. Journal entries. See journal entries
. Put options . . . . . . 9.07–.14, 9.18, 12.07–.22,
. . . . . . . . . . . . . . . . . . 12.35, Exhibit 9-1 at 9.09
. Security classification change from available
for sale to held to maturity . . . . . . . . 7.01–.11
. Service organization use . . . . . . . . . . . . . . . . 8.04
. Understanding requirements . . . . . . . . . . . . .2.05
ACCOUNTING ESTIMATES
. Audit evidence. See audit evidence
. Auditing approach . . . . . . . . . . . . 2.05, 5.09–.10
. By management. See management valuation
techniques
. Material misstatement risks. See material
misstatement risks
. Significant risks . . . . . . . . . . . . . . . . . . . . . . . . 5.06
ACCOUNTING RECORDS, REVIEWS
OF . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.33
ACCURACY
. Assertions about . . . . . . . . . . . . . . . . . 4.04, 6.06
. Internal controls over . . . . . . . . . . . . . . . 1.14–.23
. Procedures providing audit
evidence . . . . . . . . . . . . . . . . . . . . . . . . . 4.21–.34
ADJUSTMENTS, FINANCIAL INSTRUMENT
VALUATION . . . . . . . . . . . . . . . . . . . . . . . . . 1.27
ADVERSE OPINIONS . . . . . . . . . . . . . . . . 6.21–.22
ALLOCATION, ASSERTIONS ABOUT . . . . . 4.04
ALTERNATIVE INVESTMENTS . . . . . . . 4.36–.40
AMENDMENTS TO TRANSACTIONS . . . . . 1.22
ANALYTICAL PROCEDURES . . . . . . . . . . . . 4.15,
. . . . . . . . . . . . . . . . . . . . 4.29–.32, 5.39, 8.30
ASSERTION LEVEL, MATERIAL
MISSTATEMENT RISKS AT. See material
misstatement risks
ASSERTIONS
. Departures from applicable financial reporting
framework . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.22
. Embedded derivatives . . . . . . . . . . . . . . . . . 10.22
. Financial statement disclosure . . . . . . 6.06–.08
. Foreign currency put options . . . . . . . . . . . 12.40
. Interest rate swaps . . . . . . . . . . . . . . . . . . . . 11.23
. Management’s intent and ability . . . . . 6.07–.08
. Put options . . . . . . . . . . . . . . . . . . . . . 9.27, 12.40
. Security classification change from available
for sale to held to maturity . . . . . . . . . . . . .7.25
. Service organization use . . . . 8.15, 8.21, 8.28
. Sufficient information from management to
support . . . . . . . . . . . . . . . . . . . . . . . . . . 6.19–.21
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ASSESSMENT OF RISK. See risk assessment
procedures
ASSET-BACKED SECURITIES . . . . . . . 1.41–.42,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.16
ASSUMPTIONS
. By management’s specialists . . . . . . . . . . . . 5.47
. In models . . . . . . . . . . . . . . . . . . . . 1.39, 5.25–.32
AUDIT ENGAGEMENTS . . . . . . . . . . . . . 2.09–.11
AUDIT EVIDENCE
. Accuracy procedures providing . . . . . 4.21–.34
. Availability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.15
. Classification of debt and equity
securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.08
. Evaluating sufficiency and
appropriateness . . . . . . . . . . . . . . . . . . 6.01–.04
. Hedging activities . . . . . . . . . . . . . . . . . . . . . . .6.11
. Inability to obtain . . . . . . . . . . . .5.49, 6.17, 6.20
. Modified opinion as result of lack of . . . . . . 3.54
. Necessary to support opinion . . . . . . . 6.19–.21
. Professional skepticism . . . . . . . . . . . . .2.02–.03
. Service organization use . . . . . . . . . . 3.14, 8.31
. From third-party pricing sources . . . . .5.14–.15
. Valuations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.31
AUDIT PLANNING . . . . . . . . . . . . . . . . . 2.04, 8.11
AUDIT RISK . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.45
AUDITING CONSIDERATIONS . . . . . . . 2.01–.11
. Challenges for financial instruments . . . . . .2.01
. Concluding the audit . . . . . . . . . . . . . . . .6.01–.14
. Embedded derivatives . . . . . . . . . . . . .10.13–.22
. Evidence. See audit evidence
. Foreign currency put options . . . . . . 12.23–.40
. Interest rate swaps . . . . . . . . . . . . . . . 11.15–.23
. Management’s assumptions . . . . . . . . .5.25–.32
. Planning . . . . . . . . . . . . . . . . . . . . . . . . . .2.04, 8.11
. Professional skepticism . . . . . . . . . . . . .2.02–.03
. Put options . . . . . . . . . . . . . 9.15–.27, 12.23–.40
. Reporting considerations . . . . . . . . . . . 6.15–.29
. Scope of audit . . . . . . . . . . . . . . . . . . . . . 6.19–.21
. Security classification change from available
for sale to held to maturity . . . . . . . . 7.12–.25
. Service organization use . . . . . . . . . . . 3.43–.45,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.01–.31
. Understanding accounting and disclosure
requirements . . . . . . . . . . . . . . . . . . . . . . . . . 2.05
. Understanding financial
instruments . . . . . . . . . . . . . . . . . . . . . . 2.06–.08
. Valuation . . . . . . . . . . . . . . . . . . . . . . . . . . .5.09–.49
. Written representations . . . . . . . . . . . . . . . . . 6.30
AUDITORS
. Communication with regulators and
others . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.33
. Communication with those charged with
governance and others . . . . . .6.09, 6.31–.32
. Impairment loss analysis . . . . . . . . . . . . 5.43–.44
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